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2006 was; a remarkable ‘year|at EMBARQ. We began the year as part of Sprint Nextel worklng hard on our separation

as we faced rapidly lncreasmg competitive pressure. By the end of the year, in contrast we had successfully launched

an S&P 500 company and achieved strong momentum in a number of different areas of our business. Thanks to the

'| effort’ ‘of our peopte, we were able to make major changes that positively impacted ‘our performance in 2006. Just as
-.irmportantly, these changes position us for continued success in the future. ,

5. i

Developlng our Strategy

Looking at other companies m our industry, there are essentially two prevailing strategres One involves making very _.

significant investments|that presumably will pay off at some point in the future, while the other involves little if any i

investment'in the short,term, but potentially leaves a company exposed over the long term. The strategy we

establlshed for EMBARQ strlkes a balance between these two extremes. We are mvestlng in the future because it is

important to our customers and to our communities, and we believe it will enable us to reverse recent trends and

return to top and bottom line growth. However, the growth investments we are making are hlghly targeted and have

reasonable payback perlods

Building a Strong Brand !

As we prepared to become an independent company, one of our highest priorities was to create a new brand that was
.| consistént with our rmssron of being recognized as the first choice to serve the total commumcatlons needs of our
communities. With that in mmd we went through a thorough process to identify not just the EMBARQ™ name and
"jet’ logo, but also what we wanted our brand to represent - attributes such as 1nnovatlon customer focus commaon
sense, srmpltcnty and dependablllty

1 In June, we began an extenswe marketing and advertising campaign to launch our new company and the EMBARQT"‘
‘| brand in the marketplace In|addition, we undertook a significant re-branding effort mvolvmg our retail stores, more
| than 100 bUlldll"IgS and over 8,000 company-owned vehicles. Since the launch, we have seen steady improvements in
brand awareness and brand equrty At year end, brand awareness among both consumer and business customers
exceeded 95% - very strong perforrnance for a young brand.

Driving Practical Innova}tlon
The major reason our brand equ1ty results are so positive is that we not only say we are innovative, we have shown we
are innovative. For example, |when we launched EMBARQ™ wireless service in June, we introduced EMBARQ™ One
Voicemail, Wthh gives c'onsumers a single, 1ntegrated voicemail box for their w1rel1ne and wireless services. For
businesses, we mtroduced EMBARQT'“ Smart Connect™ and Smart Connect Plus™ servrce which automatically moves
calls between a customer s Wi-Fi network when they are in the office and the EMBARQTM wireless network when they
are out of the office. Wf were the first .company in the United States to offer this capabllrty

| .
We developed an 1nnovat1ve nlew approach to high-speed Internet (HSI) pricing that offers customers a choice of three
different speed tiers - up to1 '5 Mbps, 3.0 Mbps or 5.0 Mbps - for a monthly price that'is guaranteed not to increase as
|long as the customer has|the service - an industry first. In addition, we introduced EMBARQTM Media Safe®, which
offers HS! subscribers up to 25/GB of free online storage space - another industry fII’St

| We also believe the venerable home g\hone has a lot of innovation potential, and in our Las Vegas market we
mtroduced EMBARQTM Dlal Me!iTunes™, which enables our customers to replace the standard ring tone their callers
b hear with personalized audlo clips - agam an industry first. Look for more innovation around the home phone in 2007.

| Competing More Effectwely
With the level of competltlon increasing rapidly, particularly in the consumer market, we needed to become a better,

:rnore aggresswe competltor Part of that process involved adopting a more aggresswe com Eﬁnn the
company, but we also made changes that are tangible externally, ﬁ ég 3
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Qur advertising, in addition to burldmg brand awareness, was desrgned to commumcate the feisty new attitude of
EMBARQ. Our ads highlight not only the value we can offer customers but also our strengths retative to the

competition.

We increased our focus on customer acquisition - shifting fram defense to offense - by expandmg our dlstnbutron
channels. For example, we increased our retail presence from 29 stores at the beginning of 2006 to 46 stores at year
end. The design of our stores, which received a national Store Desrgn of the Year award from Chain Store Age
magazine, encourages consumers to sample our home phone, high-speed Internet, wireless and entertainment
products and services, and many locatrons have a ‘store-within-a- store targeted at busmess customers.

Other channel initiatives mcluded a new online platform with enhanced performance and new functionality o make it
easier for customers to manage their accounts. In business markets we shifted our sales resources to mcrease our
focus an the small and medium business segment, which typrcally is underserved. In both business and consumer
markets, we increased our utilization of third parties to drive addrtlonal sales outside of our direct channels And we
improved a program that rewards our field technicians for referrals that lead to successful sales, resulting i in nearly a
tenfold increase in referrals in 2006 :

!
Increasing Customer and Employee Satisfaction ‘
In addition to the impact in the marketplace, our focus on rnnovatron and competrtweness contributed to ajdramatic
improvement in our employee commitment and satisfaction measures in 2006. EMBARQ™ employees clearly are
energized by the aggressive approach we are taking in the marketplace and the new products and services we have
introduced.

The commitment of EMBARQ™ employees is also evident in the level of volunteerlsm in our communities. We have
more than 90 community relations teams across the 18 states where we operate that help identify and support
community projects that truly make a difference. in 2006, EMBARQTM employees donated a record number of
volunteer hours, almost doubllng the number of hours in 2005)

' l
Employee satisfaction tends to be highly correlated with customer satisfaction and that proved to be the case for usin
2006. Driven largely by the energy of our employees, customer satisfaction also increased dramatically dunng the
year, exceeding the significant improvement targets we had set for ourselves. Nevertheless we continue to strive to
make it easier for customers to do business with us. The redesrgned bill we introduced in 2006 and our guaranteed
pricing for HSI service are two examples of the kind of srmphcrty that resonates with customers, leading to higher
satisfaction, greater loyalty andi fewer calls to customer care.! .
Delivering Solid Results ;
May 18, 2006 marked our first day of operation as an mdependent company, our first day of trading on the New York
Stock Exchange and our first day as a member of the S&P 500! Along with that status came increased scrutmy with
respect to our financial and cperating performance. ;
| am pleased to report that we exceeded expectations in almost every area in 2006, mcludmg both revenue and
operating income. In addition, we were able to improve the trends in key customer metncs like high- spe-ed Internet
subscribers and access lines. , '

As a result of our innovative new offer strategy, we saw remarkable HSI subscriber growth. By the end of Ithe year, our
HS} subscriber base had grown to more than one million, 47% lhigher than at the end of 2005. Meanwhile, access lines -
particutarly consumer access lines - are where the impact of competition has been most evident. As we entered 2006,
the number of access lines we were losing each quarter had been increasing for years, but in the fourth quarter we
lost fewer access lines to competition than we did in the prlor year quarter. Our comprehensive marketmg efforts
clearly had a positive impact. However as long as we are losmg access lines, there is more work to be done.

In 2007, we are building on the momentum we established lalst year. We continue to focus on customer satisfaction
while competing aggressively for new customers, we continue to innovate and introduce new products and services,
and we endeavor to continue our record of detlivering solid frnancral performance. |

Sincerely, ' g !

N s L o

Dan Hesse : g0 |
Chairman and Chlef Executwe Officer
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Ttem 1 ‘Business

Overview

Embarq-Corporation is a holding company ‘with its Business operations princip'ally conducted through its
subsidiaries. Unless the context otherwrse requires, referencés to “Embarq * “we,” “us,” and “our” mean Embarg
Corporation and its subs1d|anes . :

N Taiem ‘

We prov1de both dlrectly and through wholesale and sales agency relationships, a suite of communications
services, consisting.ofdocal and lorig distance voice and data services, high-speed Internet access, wireless and
satellite video services to consumner and business customers in our local service territories in 18 states. Through

our Telecommunications segment, we offer regulated local communications services as an incumbent local
exchange carrier, .or ILEC, to roughly 5% of U.S. households, with approximately 6.9 million access lines as of
December 31; 2006. We also provide access to our local network and other wholesale communications services
for other carriers, communications equipment for business markets and othér communicaticns-related services.
Through our Logistics segment, we provide wholesale product distribution, logistics and configuaration services.

We have ; a s1gn1ncanl presence in Florida, North Carolina, Nevada and Ohio (thesé four states represent
nearly two-thirds of all-of our access lines). The remaining states (in order of number of access lines) are:
Virginia, Pennsylvania, Texas, Indiana, Missouri, Tennessee, New Jersey, Minnesora, Kansas, South Carolina,

. Washington, Oregon Nebraska and Wyoming. We arc the “carrier of last resort” and receive funding under
umvcrsal service programs in certain of our local service territories. - i ‘

The following map shows the location of our service territories:

L] L * -

We were incorporated in 2005 under thé laws of Delaware. We formerly were a wholly owned subsidiary of
Sprint Nextel Corporation (Sprint Nextel). in December 2004, Sprint Nextel announced its intention to spin-off
its local communications business and product distribution operations from its other businesses in a tax-free
transaction. On May#17, 2006, in exchange for,’and as a condition to, the transfer of assets and the assumption of
liabilities described below, we (1) issued to Sprint Nextel 149.1 million shares of our common stock and
(2) issued to Sprint Nextel $4.5 billion of Embarq senior notes and transferred to Sprint Nextel $2.1 billion in.-
cash. In exchange for, and contemporaneously with, the issuance of our common stock and transfer of debt and
cash, Sprint Nextel transferred the Embarq assets, at historical cost, consisting of Sprint Nextel’s local
communications operations and wholesale product distribution operations and the consumer and certain business
long distance customers located in.our service territories; and we assumed certain liabilities related to our . ..
business. The spin-off was completed through a pro rata distribution to Sprint Nexte! sharcholders consisting of
one share of our common stock for every 20 shares of Sprint Nextel voting and non-voting shares owned by
Sprint Nextel’s shareholders as of the close of business on.May 8, 2006, the record date for the distribution:




As part of our overall business strategy, and consistent with the limitations under our tax sharing agreeinent
with Sprint Nextel, we expect to regularly evaluate business opportunities. These may include investments in
current or new business lines and acquisitions that complement our business and divestitures. At anytime we may
be discussing or negotiating a transaction that, if consummated, could have a material effect on our business,
financial condition, liquidity or results of operations. Our board of directors regularly evaluates our strategy.

_Accéss to Public Filings and Board Committee Charters

Our Internet address is www.embarg.com. Information contained on our, website is not part of this annual
report. We provide public access to our annual reports on Form 10-K, quarterly reports on Form 10-Q, current
reports on Form 8-K and amendments to these reports filed with the Securities and Exchange Commission,
(SEC), under the Securities Exchange Act of 1934. These documents may be accessed free of charge on our
website at the.following address: www.embarg.com/investors/ and are provided as soon as reasonably practicable
after we electronically file them with the SEC. These documents may also be found at: the SEC’s website at .
WWW.SEC.20V. . . . ~ R
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We also provide public access to our Code of Ethics, entitled the Embarq Code of Conduct, our Corporate
Governance Guidelines and the charters of the following committees of our board of directors: the: Audit
Committee, the Compensation Committee and the Nominating and Corporate Governance Committee. These'
documents may be accessed free of charge at our website at the following address: .. '
www embarq.con/governance/. You may also obtain copies of any of these documents free of charge by writing
to: Embarg Shareholder Relations, 5454 W. 110% Street, Overland Park, Kansas:66211. If a- -provision of the
Embarq Code of Conduct is amended, other than by a technical administrative or other non-substantive i
amendment, or a waiver of the Embarq Code of Conduct is granted to a director or executive officer, the notlce
of such amendment or waiver will be posted on our website. Also, we may elect to disclosé the amendment or
waiver in a report on Form 8-K filed with SEC, Only our board of directors may consider a waiver of the Embarq
Code of Conduct for a director or executive officer.

Certifications ) e

The certifications of our Chief Executive Officer and Chief Financial Officer pursuant to Sections 302 and
906 of the Sarbanes-Oxley Act of 2002 are attached as Exhibits 31.1, 31.2, 32.1 and 32.2 to this annual report on
Form 10-K. - ) .

Our Strengths

After our spin-off from Sprint Nextel, we now are able to make decisions independent of our former
corporate parent. Qur strategic decisions will be influenced by our unique strengths and weaknesses.

We believe our strengths will enable us to continue to generate cash flow and to grow new streams of
revenue by diversifying our offerings, while also allowing us to focus our efforts,on minimizing the loss of
access lines in our traditional local wireline business. Our principal strengths are described below:

L 4, <. ) . s - w Ut

Longstanding Customer Relationships . PP t
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As the incumbent provider of communications.services in our-local service.territories, we have developed
longstanding customer relationships. Based on our estimates, we provide communications services to
approximately 80% of the total potential customers in our local service territories. We manage our service -+ r
offerings to serve the needs of each community effectively and efficiently.” As a provider of traditional and- new
wireline services in our local service territories, our infrastructure is readily available to meet our customers’

evolving needs and we strive to be their preferred choice as they.seek additional services. To become the .

.




preferred:choice of cur current and prospective,customers, we continually aim-to improve the quality of the -
customer,experience for-all products, at all touch points, in all our markets. We strive to continuaily improve our
current-products and service offerings and we also plan to expand our product portfolio,.both by internal. =~ .

development and external partnering efforts, in order to meet demand-for broader communications services, We: |

offer bundled services that are designed to meet our customers”, needs, while alse simplifying their selection and
use of a full complement of cur products and services,

Pre-extsnnghNenvark Infrastmcture . Tt .'1. , o .
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As the incumbent provider of communications services in our local service tefritories,’ we have a network

infrasiructure already in place to serve our customers’ current rieeds. This network also provides the foundation
for offering new,services to meet our customers’ evolving needs. One example is our offering of high-speed
Internet services; which, as of December 31, 2006, are available to almost 80% of our local communications
customers. By having a pre-existing wireline network with significant traffic that-is capable of high-speed.  ,.-
Inteérnet services, we have been able to efficiently deploy-these services without incurring the capital costs . -,
associated with creating new wireline connections to the customers’ premises. As a result; these high-speed
Internet services have generated consistent cash flow.

Ability to offer a wide array of bundled services and communications services for business customers
including equtpment dam and managed services.

B LR IR BRI P | L L PO I EU O P o ot T /

- We:are among the few communications service providers in many of the markets we serve that can provide
a suite of services to both consumer and business customers that includes wireline voice services, nationwide,
long-distance rhigh-spzed Internet, wireléss; consumer video.entertainment services and communications - . .,
equipment for.business.customers. We seek to maximize profitable communications services revenue per .
customer through the convenience and cost savings of using a single provider for a broad suite of services. By
offering a bundled package of products and services, we have improved our high-speed Internet and wireless.,
services penetration resulting in increased revenue and lower customer churn. These have helped to offset
revenue, decreases driven by continuing, declmes in access lines and proquct substltutlpn S‘mce we introduced our
hlgh speed Intemet access service in 1999 we have successfully grown our high-speed Intemet base to over
1 million subscribérs at December 3! 2006 whlch represents approxrmately 19% penetrat:on of our capable
access lines. We also began offering wireless services through a mobile virtual network operator, or MVNO,
arrangement with Sprint Nextel in 2006 At December 31, 2006, we had approx1mately 48 thousand subscnbers
10 our wireléss’ offermgs e C "" ‘ Tt , ' ‘ .
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Since becoming an mdependent company, we have introduced many mnovattve new ideas to- the
marketplace in certain of our consumer and business markets. EMBARQ™:One Voicemail integrates our
customer’s wireless and home phone systems notifying them on both devices if they have any messages. Embarq,
through EMBARQ™ Dial Me! TunesM.in the Las, Vegas area, was the first-local telecommunications company
to offer-home. phone customers unique ring back tones for-their callers to hear instead of the-standard ring.
EMBARQ™ Smart ConnectSM allows businesses to move calls seamlessly between their wireless and wireline
networks without interruption to the call thus reducingiwireless costs-and i improving coverage and call quality. In
addition, through EMBARQ™ Smart Connect PlusS™, a business customer can enable calls to automatically
move between EMBARQ™ Wireless and on- -premise Wi-Fi networks, whichever is strongest, without.manual
transfer of ‘the call We expect to contmue offerlng mtegrated or converged services which when combmed with
the modermzauon of our. networks and support systems will allow us to be more competmve and thereby achieve
a greater market share in the future.

Lo

Our Geagraphy and Demographzcs

% + ";‘

. "
H . [ I N

oy f Y RN RS -
We have, service temtones in 18 states-and they.include a broad range of: geographles from-the most
metropolitan-markets, such as Las Vegas, Nevada, to rural markets, such as Gun Barrel City, Texas. The
customer .base, marketing reach,.competitors, network infrastructure and economics of the business vary widely

among the geographies. Our access lines are split about evenly between metropolitan and rural markets:
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Metropolitan markets allow for efficient advertising reach and utilization.of personnel; particularly the
technician field force. They also enjoy more widely available high-speed Internet coverage and speeds, htghc*rr
concentrations of business and wholesale customers and good wiréless coverage. However, metro locations
already have strong competitors, such as cable and wireless companies and also competitive local exchange "
carriers,-or CLECs, and are most likely to attract new entrants, driving prices down. :

] . : '

. . . E +
Our rural territories include smaller towns and less densely populated areas. The towns tend to have some
wireless, cable and even CLEC competition, but the surrounding areas are generally only served by our network.
We provide high-speed Internet capabilities in many of the small town markets we serve. . | Coa

The annual growth in number of: households in our local service territories has averaged approximately 'I
1.7% over the three years ended December 31, 2006, compared to the national average over that period of
approximately 1.3%. Our local service territories cover all or part of six:of the 20 fastest growing metropolitan
statistical areas, or MSAs, based on the 2000 census. Approxnmate]y 30% of our access lines as of December 31,

2006 were in those MSAs: - . . . o

Service and Product Expertise . . ] . R o !l
- ) . . HER
We believe that our strong heritage provides a solid foundation for the continued development and delivery
of ¢ost-effective products and services. For-over 100 years, our business has focused on providing high quality
communications products and services to meet the evolving needs of our customers. We intend to build on the
core strengths of our business and our experienced employee base to fulfill our mission of providing high quality,
cost-effective products and services and innovations that address.our customers’ communications needs. - 1

. . o . o, i
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Business Sti'ategy B ' - ‘ ' ‘ :
"Our strategy isto maxnmlze proﬁtable commumcauons services Tevenue per customer by selling mtegrated

and bundled products and services that meet the needs of our consumer, business and wholesale customers w1thm

our local ; servnce territories. Four key goals will support this strategy: : _ Y

»  Provide useful produf:té and solutions to attract and retain customers by marketing integrated servilqe
offerings including video and wireless services, expanding high-speed Internet coverage, developing
simplified products that meet our customers’ needs and updating our networks to provide [ntemc,t '

. Protocol, or IP, based services. = . ;
. Improve customer experience and perception of service and product offerings by providing customers
_with simplified billing, improving service quality and reliability, expanding our distribution channels,
providing competitively priced services and using our local market knowledge and expencnce '
-+ provide customers with superior service and products. ¢ - i
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» * Manage costs by implementing process improvements, focusing our network investment in areas that
support enhanced services incltiding' high-speed network facilities, improving the efficiency and
effectiveness of our customer support operations and simplifying our information technology support
systems.

s Maintain a customer-focused culture that encourages high performance and employee s.msfactlon by
maintaining our commitment to the communities we serve, providing innovative and’ competmve
services and products while providing an excepnonal customer experience, making Embarq a great -
place to'work by improving employee communication and aligning managcmcnt and emp!oyee |
incentives-and compensation plans. . :




Our Brand

. On February 1, 2006, we announced our brand name, EMBARQ™, and unveiled our new logo. Embarq
Corporation is our holding company name, and EMBARQ™ is the brand of our operations, products and services.
We launched our new brand in an integrated fashion with product marketing launches, including wireless, on
June 5, 2006. The launch was an important and successful first step in raising awareness of the brand, generating
employee engagement and building preliminary understanding of the brand in our markets. The brand has
emerged as a vital, new identifier of our company in the converged voice, data, high-speed Internet,
entertainment and w1re]ess markets. ' '

Our Busmess Segments

During the periods before our spin-off from Sprint Nextel, we reported two operating segments, Local and
Product Distribution. During 2006, we adopted as our operating segments Telecommunications in lieu of Local,
and Logistics in lieu of Product Distribution. The presentation of the Logistics segment was changed to align it
with management’s view of the business. The primary difference between the Logistics segment and the former
Product Distribution segment is that only revenues derived from sales to third parties, along with the related
direct and allocated costs of those revenues, are presented in Logistics. Consequently, segmental results of
operations have been recast to reflect this change for 2005 and 2004.

'

. The follo{ving table summarizes the components of our major revenue sources for the past three years ended
December 31, 2006.

For the Years Ended December 31,
Revenue Source . . 2006 2005 2004

: (millions)

Telecommunications Segment: - : e : '
Voice - : - oL 8. 4346 § 4,265 '$ - 4,415

Data ‘ ' U y 706 657 . 609
High-speed Internet 393 310 219
Wireless : 7 : -
Product revenue 111 125 146
Other B ' , 270 334 350

Total . . I 5833 § 5691 § . 5739

Logistics Segment . ]
Product revenues l % 530 $ 563 $ . 400

See “Management’s Discussion and Analysis of Financial Condition and Results of Operations” for more
information regarding the financial performance of these segments,

Telecommunications Segment C -

Through our Telecommunications segment, we offer five general categories of products and services: voice,
data, high-speed Iriternet, wireless and other. We currently prowde a w1de range of products and services through
these categorles including the following:

Voice

Local Services

We offer local calling services to consumer and business customers within our local service territories,
generally for a fixed monthly charge. While we have achieved significant pricing deregulation over time, the
amount that we can charge a customer for local calling services is still governed by state and/or federal

5




regulatory authorities. We also offer a number of enhanced calling features and other services, such as call. .
forwarding, caller identification, voicemail, call waiting and inside wire installation and maintenance sen'lces
for which' we generally charge an additional monthly fee. We also generate revenue frorh hon- recurring services,
such as service activation and reactivation. As of December 31, 2006, we had approxnmately 4.6 rmlllon :
consumer access lines and 2.1 mllll()l‘l business access ltnes

¥ .- . -
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Following the spin- off we offer long dtstance voice and data services through a wholesale arrangement with
Sprint Nextel, .ong distance voice calling services are pnced either based on usage or pursuant to flat-rate
calling plans, These services include traditional switched long distance, toll free calling, international, calling’
card and operator services. We also offer some long dlstance voice and data services to large busmess customers
as an agent of Sprint Nextel. Sales agency revenues are reported as other service revenue.

CY

Access Serwces : o . : Ch
Long dlstance carriers, wireless carriers and CLECs purchase various forms of sw1tched access servic: es -
thereby enabling connectivity with their networks and fac1lttatmg our local customers’ ability to make or recewe'

calls to or from other carrier markets. Access charges for interstate and international calls are regulated by the
Federal Communications Commission, or FCC, while access charges for mtrastate calls are regulated by the state

pubiic utility commissions, or PUCs. : J

Wholesale Service ; ; - : .

In addition to access services, FCC regulauons require us to offer certain of our network facilities' to CLECS
on a resale and unbundled basis, such as unbundled network elements, or UNEs, and to allow them to collocate
some of their equipment in our central offices. The FCC sets general guidelines for pricing of resale, UNEs and
collocation and the state PUCs approve the actual prices charged. As of December 31, 2006, we had
approximately 0.2 million wholesale access lines, including resale, UNE platform and payphone lines.

Universal Servicle Fund - ' |

The Telecommunications Act of 1996, or Telecom Act, requires that providers of telecommunications
serv1ces offer local service at affordable rates for customers living in rural, insular or other high cost areas that
are reasonably comparable to those charged in urban areas. The FCC provides support to carriers through r
disbursements from the Universal Service Fund, or USF. As required by the Telecom Act, telecommunications
service providers must contribute to the USF based on a percentage of their gross revenues. In accordance with
FCC rules, we recover our contributions to the USF from our customers through surcharges on interstate o

revenues.
o I TR | o '

Data .

We offer a range of data services to businesses, long distance carriers, wireless carriers and CLECs. Our
most sngmﬁcant data service is specml access, which con51sts of dedicated circuits used to connect the customer’s
busmess sites or networks (o ours, to connect the customer's nétworks directly to their customers’ locations, or,
in the case of wireless carriers, to connect their cell sites with their mobile swntchmg centers. Although the trafﬁc
handled through special access facilities may include voice as well as data, we report ‘revenues associated w1th
special access as data revenue. : !

High-speed Internet et

As of December 31, 2006, we provided high-speed Internet access services to over,1 million subscnbers
Our primary high-speed Internet offering features a download speed of up to 1.5 Mbps, but we also offer. .
download speeds ranging from 256, Kbps to 5.0 Mbps. . - Bt oo
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i We currently offer w1reless services through a wholesale arrangemeut 1nvolvmg a MVNO relauonshtp with

Sprint Nextel. The MVNO relationship with Sprint Nextel is a seven year agreement, with price points driven by
volume, type of service (i.e., voice or data) and customization. Through the MVNO relationship with Sprint

Nextel, we have access to a nationwide network that is based on Sprint Nextel's code division multiple access, or

CDMA, network coverage in our local service territories. Through the sales agency agreement with Sprint"-
Nextel, we offer Sprint Nextel branded wireless services to medium and large biisiness customers. Sales agency
revenues are reported as other service revenue. Currently, Sprmt Nextel’s wireless network covers approxrmately

80% of our local serv 1ce temtones ' . . e .
o e . . , ' . Lty L ., '.J e
Product revenues ' ' : S S T R
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We sell and service a range of customer premiisé equipment, or CPE, which is communications equipment:
that resides at a business customer’s location for the management of voice and data networks and applications.
We provide CPE to our customers through sales, engineering, and distribution relationships with-a small number
of primary vendors. After the 2006 launch of our wrreless servrce product revenue also mcludes sales of w1reless

handsets. ) ' .
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We currently sell video services through our sales agency relanonshtp with Echostar. As of December 31,
2006 approxtmately 162 thousand of our customers have video serv1ces We generally sell video services. as part
of our bundled products and serv1ces offenng, with charges for all products and ser\'tces appearing on a smgle
bill provided by us to our customer

. We also offer engineering and Icustor‘ner support services to our eus:tomers, remote management and
monitoring of CPE, remote security, services to protect customer information and networks, and maintenance of.
equipment under contract. Other serv1ce offertngs include caller 1dent1ﬁcanon database services, blllmg and
collection services, operator servrces and product and service sales through varlous sales agency relationships -,
with Sprint Nextel :

. N -, . N . . . . o,
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Through our Logistics segment, we procure conﬁgure and dtstrtbute equipment, matenals and 3upp11es to
the communications industry. The products that we offer include outside plant, busmess communication systems,
telephones and accessories and network access equipment from leading manufacturers. With approximately 950
employees, including experts in logistics, engineeriug, integration and deployment, and communications
equipment, we seek to offer effective and efficient supply chain solutions. This segment operates seven |
distribution centers throughout the U.S., stocking more than 30 thousand items from more than 2 thousand

manufacturers. ., .- N T PR . T < J
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Sales and Marketing . T | I
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We market and sell our products and services through four main marketing groups: Consumer Markets, .
Business Markets, Wholesale Markets and Logistics, each of which is described below. Our sales and marketing
functions, including product management, research, advertising and promotions, are managed- 1ndlv1dua]ly by
_ cach marketing group. Our product development group is centrally managed I .

. . e,
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" To foster long-term relationships with our customers; we have undertaken many initiatives-to provide
quality customer service. We operate 20 retail and two wholesale call centers, located mainly in our local service
territories, staffed with customer service representatives who are knowledgeable about the markets we serve. In
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addition, we have automated many of our customer service functions, including Internet e-commerce systems, so
that our customers can receive answers to many frequently asked questions regarding their cornmunications
services without speaking to a customer service representative. We continue to consohdate our service plans and

simplify our invoices to better meet our customers needs. ‘ L XA : ' P
. J . |

We manage our service offenngs in an effort to serve the needs of each customer effectively and efficicntly.
We are committed to a high standard of service and have sales representatives with market knowledge ina -
majority of our local service territories in which we operate. Based.on our understanding of-our customers’
needs, we offer bundled services that are designed to simplify the customer’s selection and ability to use our |
services. Offering bundled services allows us to capitalize on our network infrastructure by offering a suite of
communications services in local voice, high-speed Internet access, and long distance services, as well as
wireless and video, We believe that offering bundled services improves customer retention, enhances returns'on
network assets and gives us the opportunity to offset declining access lines due to wireless substitution and |
competition from cable operators and CLECs that purchase UNE loops, e - -
Consumer Markets o ; . i . ' . ;

‘Consumer Markets generated $2.6 billion, or 41% of our 2006‘reported revenue. Consumer markets !
provides a portfolio of bundled wireline and wireless voice, high-speed Internet, and satellite video services to'
over 4.3 million households across our local service territories. The group offers products and services through a
variety of channels, including call cemers the Internet, retail stores and third-party channels. Lo

i
l

Consumer Markets has had success in the sale of high- speed Internet service with a growth rate of 52 i in
2006. While we anticipate continued growth, we expect the percentage growth rate to decline. At December 31
2006 and 2005, we had approximately 838 thouband and 552 thousand, respectlvely, consumer hlgh speed '
Internet subscribers,

Our consumer retail marketing approach emphasizes customer-oriented salés, markeling and service wnth a
local presence. We market our retail products and services primarily through our customer service
representatives, dircct sales representatives, local retail stores and telemarketing. We support our drsmbutmn
with direct mail, bill inserts, newspaper advertising, website promouons public relations activities and |
sponsorship of community events. In our local service territories, we opérate retail stores that allow our’
customers the opportunity to pay their bills directly or meet personaily with our customer service and sales '
representatives to purchase additional services and, in some locations, customer premises equipment. Our -
customer service and sales representatives promote sales of services to meet the unique needs of our custoners.
Sales channels are being expanded to increase the visibility of our products and services. At Decembeér 31, 2006,
we had 46 retail stores, and we expect to have approximately 60 stores by the end of 2007. .

The number of households in our local service territories is growing faster than the national average. In fact,
our local service territories cover all or part of six of the top 20 fastest growing MSAs based on the 2000 census.
These include Las Vegas (#1), Naples-(#2), Raleigh-Durham (#12), Orlando (#16), Ocala (#18) and Fort Myers
(#20). In an effort to maximize our growth, we are expanding our approach to consumer marketing and sales in
these areas. Our broadened strategy includes new product offerings that we expect will appeal to households that
value a home phone but also have a need for a wireless phone while away from home. We arealso actlveI)r
working with property developers to provrde the mfraslructure and services to support technology needs of new
homeowners. . ' ! ' i

Consumer Markets’ strategy is to:win new customers while selling existing customers additional I or
communication services to better retain them: Consumer Markets’ strategy includes integrating voice, data,i
wireless and entertainment services to deliver competitively priced, integrated product bundles for our customers
on one easy to understand bill. This strategy is designed to enable us to maximize communications services'
revenue per household. Consumer Markets® Strategy also includes optimizing our channels and maxrmlzmgi
recént investments in retail stores and.the Internet. S ;




Business Markets '~ - . Co ST o BRI
Business Markets generated $1.5 billion, or 23% of our 2006 reported revenue. Business markets provides .
communication services that includés local; long distance and wireless voice, data services including high-speed
Internet, maintenance and managed.-network services.to more than a half million businesses, federal, state-and
local governmient customers. The group offers products and services through a variety of charinels, including call
ceniers, the Iniernet, retail stores, direct sales and third-party channels. ! s
‘l - ! it P -~ . T v,
Busmess Markets has had success in the sale of hlgh speed Internet service w:th a growth rate of 25% | in
2006. While we anticipate continued growth, we expect the percentage growth rate to decline. At December 31,

2006 and 2005, we had approximately 142 thousand and 1 14 thousand, respectively, busmess high-speed Internet
subscnbers S . t
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Our business customer retail marketing approach focuses on end-to-end customer communications solutions
from small businesses to targe enterprise customers. We market our retail products and services to business
customers through several channels, including direct sales forces located in each of the areas we serve, call center
sales and Service representatives, telemarketing programs, third party ageits and local retail stores. Our direct -

sales force calls on prospective and existing business customers to provide a reliable and complete .
communications solution that best fits the needs of our customers based on our communications knowledge and
the information we gain about the customers’ needs. Qur network engineers design services, products and '

applications that help our customers operate their businesses. Our lechmmans survey cuslomer premises to assess
building entry, power and space requirements for communications equrpment and coordmate deltvery, _
installation and tesnng of equipment. We utihze many advertislng and promotional programs including d1rect
mail, bill inserts, media adverusmg newspaper advertising, website promouons public relations nctivmes and
sponsorshlp of commumty events. In 2007, we plan to contlnue expandmg our se]hng channels by growmg our
business  presence in our retall stores uultzmg third party retailers and leveragmg value added resellers

e
v

Busmess Markets’ strategy 1ncludes a commttment to dehver commumcanons solutions that meet ex:stmg
and future business customer neéds through bundles of services, mtegrated service offerings and the development
of mmnovative products and services. Initiatives include expanding customer.channels and touchpoints to reach .
new customers as well as providing extstlng customers with new products and services. The breadth of our
product portfolio allows us to meet a variety of telecommunications needs from a single proprietor all the way to
our largest enterprise customer;-integrating voice, data, wireline and wireless technologies. Through partnerships
and the development of innovative services, Business Markets is also building certain value-added services as.
business customers migrate to converged information and network technologles :

weot . 1S IR Ca - .

Whalesale Markets ‘ - )
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Wholesale Markets generated $l 8 bllhon -or 28% of our 2006 reported révenue. Wholesale Markets offers
a variety of network-based products and database services to local, long distance and w1reless carriers. Carriers
utilize these wholesale products as part of their infrastructure and support systems in providing end-user retail
services. Key products for this group include switched and special access,.UNEs, collocation, database, directory
assistance, operator services, high-speed data and access to network signaling systems. With the growth in_ .. -
wireless voice and data services, wireless-carriers operating within our local service territories are increasingly . -
purchasing wholesale services to link their towers and to interconnect with our wireline networks. As of ,
December 31, 2006, Wholesale Markets also prowded public access services to approXimately 23 thousand pay
telephone units in 43 states and the District of Columbia. Further, through 20 account relationships, Wholesale
Markets provides-comniunications services 1o inmates at 158 state and county correctional institutions. :
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Wholesale Markets has had success in the sale of high- speed Internet service with a growth rate of 35% in .

2006. While we anticipate continued growth we expect the percentage growth rate to decline. At December 31,

2006 and 2005, we had approx:mately 37 thousand and 27 thousand respectively, wholesale hlgh speed lntemet
subscribers. - 7 _—




Our wholesale marketing approach includes direct sales calls to our carrier customers in the inter-exchange .
long distance, wireless, CLEC, and Internet Service Provider, or ISP, market segments. Wholesale revenues are
derived-primarily from switched access for originating and terminating long distance calls, special access to
provide dedicated links between customer premises and carrier networks, intelligent network database services
and interconnection services to link nétworks between carriers. Approximately.$1.2 billion of our wholesale |
revenues are derived from our top 20 carriers. Qur associates work closely with these customers to develop
products and services that address their specific needs and to ensure that we continue to be the.wholesale ., . .
provider of choice within our local service areas. [n addition, our dedicated account managers and suppomng
sales engmeers consult with these customers on network design and apphcatlon needs.

Wholesaletcuslomers have access to the majority of our, products and services through our wholesale
website and through tariffs that are filed with state and federal regulatory agencies. We have improved our ;
wholesale website both to enhance our customer expenence and to simplify the nature of calls to our wholesale
service centers. : C ‘ . I
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Wholesale Markets strategy is focused on provrdmg superior, network service quahty and products tarlored :
specifically to our customers’ business needs and improving order flow between our internal systems and our
customers systems. . L .

‘
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Logislics o _ e .

* Logistics generated 80.5 brlhon or 8% of our 2006 reported révenue. The sales and marketing’ approach in”
our LOngllCS ségment emphasrzes provrdmg cost competitive commumcatrons products and material -
managemem solutions through, what we beheve to be, a world class loglsncs orgamzauon We service our l
network service provrder and reseller customer base through a direct sales’ orgamzatron centralized call center
operitions and e- -commerce activities. We support these channéls with direct mail, bill inserts, trade advemsmg,
website promouons "public relations activities and participation in key industry trade shows. Our sales'and *
service orgamzatron helps customers desrgn advanced supply chain solutions by provrdmg engmeenng antl
lnstallatlon servrces to help improve the operatlonal effncrency of the1r busmesses

Network Arclntecture and Technology

4 : : [ . Aol
Our nétwork consists of host and remote central office digital switches and dtg1tal loop-carriers + - !
interconnected with copper, microwave and fiber facilities. All equipment is typically operating on the most
current software release generally available. The outside planl infrastructure connecting the customer with the
core network also consists of a mix of copper and fiber optic cables. As of December 31; 2006, we maintained
over 334 thousand route miles of copper plant. Our network also includes approximately 40 thousand route mtles
of local and long-haul fiber optic cables typically powered with synchronous optical network terminals which are
the primary transport technology between our 331 host and 1,232 remote central offices and mterconnectmn
points with other incumbent camers The network also contams 12 Slgna]mg System 7, or 887, transfer pomts to
prov1de call control and 51gnalmg -
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+* In'our markets, high-speed‘Internet-enabled integrated access technologies are being deployed to prov1de :
significant broadband capacity to our customers. We continue to remove network impediments to offer high- -
speed Internet service to more customers. We continue to evaluate new broadband technologies, fixed wireless
and high- speed Internet enharicements that:could éxpand the coverage and data speeds of our hrgh speed Intemet
service. - v : SN .
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Rapid and slgmﬁcant chdnges in technology are: expected in the communications industry. Our future . -
success will depend, in part, on our ability to anticipate and adapt to technological changes. We believe that our
network architecture enables us to respond efficiently to these technologlcal changes Coh
' ' LI {
3 _We offer facnlmes based services mjeach of our markets, In.addition 10 the equlpment noted above our fully

integrated communications network is comprised of asynchronous transport mode switches, IP routers, frame

10 :




relay switches, Ethernet switches and routers and multi-service switches capable of handling voice, data and
dedicated circuits. We currently own or lease all of our network facilities and have not booked any revenues from
swaps of indefeasible rights of use. - . ’ I

Our Relationship with Sprint Nextel : ‘ S . b . !

In connection with our spin-off, we entered into certain agreements with Sprint Nextel, The key terms of the
principal agreements that continue to be operanve are summarized below:

Separazion”and Distribution Agreement: We entered into a separation and distribution agreement that
generally requires us and Sprint Nextel to indemnify each other and each other’s representatives and affiliates =~
against certain liabilities. The separation and distribution agreement also contains the terms of the spin-off and
certain covenants regarding cooperation to effect the transactions contemplated by the spin-off, including certain
true-up obl1gatmns relating‘to workmg capital and transition costs from January | to May 17, 2006. The
agreement also governs rights both we and Sprint Néxtel have to access certain'of each other’s information .
following the spin-off. As an ancillary agreement to the separation and distribution agreement, we also entered '
into an employee mattérs agreement relating to certain compensation and employee beneﬁt obltganons with
respect 1o our current and former employees

Tax Sharing Agreemeh’t. In connection with the spin-off, we entered into a tax sharing aéreemem with ‘
Sprint Nextel. The tax sharing agreement covers our and Sprint Nextel’s rights and obligations with respect to |
taxes for both the pre- and post-spin-off periods. Under the tax sharing agreement, in order to preserve the
tax-free treatment to Sprint Nextel of the spin-off, for specified penods of up to 30 months followmg the spm-
off, we’ may be prohibited, except m specnﬁed circumstances, from

- . ot
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. Iss_umg, redeeming or being involved in othér acquisitions of our equity securities;
. ; . Pt [ . . . o ’ . . ’ L
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. Transferring significant amounts of our assets;

» ' Amending our certificate of incorporation or bylaws;

*.  Failing to comply with the Internal Revenue Service (IRS) requirement for a spin-off that we engage in
the active conduct of a trade or business after the spin-off; or

e En’gaging in o_ther actions or trahsactions tliat_could jeopardize the tax-free status of the spin-off. :
) A pnvate letter rulmg issued by the IRS after the spm -off prov1des is with the flexibility to pursue open '
market repurchases of our common stock without adversely affecting the tax- free status of our spln-off from
Sprint Nextel. :

We have an obligation to indemnify Sprint Nextel for taxes resulting from the spin-off if that tax results
from (1) an issuance of our equity securities, a redemption of. our equity securities or our involvement in other
acquisitions of our equity securities, (2) other actions or failures to act by us (such as those described above) or
(3) any of our representations or undertakings referred to in the tax sharing agreement being incorrect or violated.

We currently do not believe these prohibitions impose.a significant constraint on our flexlblhty io execute -
on our existing strategy. '
Intellectual Property Agreements. In connection with the spin-off, we entered into a patent agreement,
software and proprietary information agreement and a trademark assignment and license agreement with Sprint

Nextel. These agreements govern our relationship with Sprint Nextel with respect to ownership of and use of
intellectual property. ' - . S :
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Transition Services Agreements. We entered into transition services agreements with Sprint Nextel under -
which we and Sprint Nexte) will provide certain specified services to each other for up to two years following the
spin-off. Among the services Sprint Nextel provides to us are customer bill printing and mailingservices,
information technology application and support services, data center services and employee human resources
helpdesk services. Among the services we provide to Sprint Nextel are billing support services for certain
products, field technician suppert for certain complex customers and information technology application
services. » _ I 3 .o . I

Commercial Service Agreements. We and Sprint Nextel entered into commercial service agreements

- pursuant to which each company obtains services from each other., The principal agreements are described .

below: . , . S T Vg
We entered into a non exclusrve wholesale agreement, which we refer to as the MVNO agreemem
with Sprint Nextel. Under this agreement, for a period of 7 years, we are able to resell certain CDMA—

. based- wireless voice a_nd data services in our local service temtortes

.
. -

. Under as year wholesale master services agreement with Sprmt Nextel that we refer to as the long
distance agreement, we have the ability to market and sell our own branded wireline long distance '
voice and data services to consumer and small business customers. Under this agreemem we musi.
purchase a minimum of 95% of certain categones of our domestic and mtemanonal long distance vorce
and data Servtccs from Spnnt Nexte] . . o L

R L + Vo e . . '

In addition to the MVNO agreement and long distance agreernent ‘we have also entered into a sales agencyl
agreement with Sprint Nextel to sell to bisiness‘customers certain Sprint Nextel- branded wireless and wireline
voice and data services, and a teleservices agreement where we purchase payphone 4nd private branch exchange
repair and refurbtshmg and reverse logistics services from Spnnt Nextel ,We have also entered into certain
agreements with Sprint Nextel where we are provrdmg certain sérvices to Sprmt Nextel, mcludmg calling name
database services, toll free rehome services, special access servrces operator services and directory assrstanc e
services. o ‘ ‘

i .

Competition DT I -

There is widespread competitior among commumcanons services prowders ‘The traditional dividing lines
between local, long distance, wireless, video and Internet services are increasingly becoming blurred. Through
mergers, joint ventures and various service expansion strategies, rna]or provrders are striving to provtde .
integrated services in many of the markets we serve. This trend is also reflected in changes in the regulatory
environment that have encouraged competmon and the offenng of 1ntegrated services. We expect competmon to
mtens1fy asa result of the entrance ‘of new competrtors and the rapid development of new technologtes products
and setvices. " B

* . r !

Competmon may adversely lmpact our revenues and profits in several ways 1nclud1ng

) . ' I

. ’l'he loss of customers and’ market share - ok : - : ; !

PR - --; . . . .

»  The possibility of customers shifting to less profitable services: r oot T

« « Forcing us to lower prices or increasé capital or marketing expenses to remair competitive; and

T

. Increasmg our need to incur addmona] costs in order to dtvers:fy our product or service offerings.

" * A . + 1 T - " o M -
Asan ILEC we increasingly face competition from alternate commumcatlon systems constructed by -
facilities-based providers, including CLECs, cable operators that offer Voice over Internet Protocol, or VolIP,
service, long distance carriers, large customers, altérnative access vendors, cities and local governments, rural




over-builders and other entities. Some of these systems, which have become more prevalent:as a résult of the
Telecom Act and recent technological developments, are capable of originating or terminating calls without use
of the ILECs’ ietworks or sivitching sétvices. 'Othier providers, including non-facilities baséd VolP catriers, make
use of tlie high-Speed Internet ac¢éss services that we provnde to our customers and may displace the local long
distance, calling features and switched access revenues that we formerly obtained from conventional forms of -
voice services: We anticipate that all these trends will continue and w:ll lead to mcreased competition with our °
services. a . ’ K

Much of the local comgetition that arose after.the passage of the Telecom Act took the form of the resale of -
[LEC services or the use of ILECs’ UNEs, either. as a total package of service capabilities (generally referred to- .
as the unbundled network element platform, or UNE-P), or in combination,with facilities owned by the CLEC. .
We have traditionally been less subject to these forms of competition than larger ILECs serving more urban  «
areas, and recent regulatory decisions have relieved ILECs of the obligation to make UNE-P available to
competitors. See “Legislative and Regulatory Developments.” However, we continue to offer UNE-P services to
CLECs operating in our territory in accordance with our commercial agreements and our interconnection . .
agreements. Additionally, we are facing increasing competition from' cable operators who offer VoIP services in -
competition with the local and-long distance voice services we provide our customers. Deployment of VoIP .
services by cable operators increased significantly in recent yparé and will'continue torincrease for the- o '
foreseeable future.-We intend to actively monitor these developments, to observe the effect of emerging '
competluve trends in larger markets and.to develop appropnate compenuve Tesponses. . o
,! M [ et . PP ' r . L

Funhermore wurelcqstcommumcauons services mcreasmgly constltute a mgmﬁcant source oﬁcompentmn ;
for local communications services, especially, as wireless carriers expand, improve their network coverage-and '
continue to lower their prices. As a result, some customers have chosen to completely, forego use of traditional ,
wireline phone service and instead rely solely on wireless services. We anticipate that the trend toward using
wireless services will continue, particularly if wireless service rates continue to decline-and the quality-of,” .
wireless services improves. Technological developments in cellular telephone, personal communications
services; digital microwave, satellite, broadband radio services, broadband over powerline, local multipoint -
distribution services, meshed WiFi and other wired and wireless tecﬁnologies permit the further development of .-
alternatives to traditional wireline services. Changes in technology generally result in new entrants into the
communications services marketplace. See “Risk Factors—Risk Factors Relating to our Business—Due to
competitive, technological and regulatory changes, we cannot assure you that our core busmess will grow and it
could declme which could have an adverse effect on our busmess and future prospects :

. .
. ” b . s

Many of our current and potential competitors have market presence, engineering, technical and marketing
capabilities as well as financial, personnel and other resources that are moré abundant than ours. In addition,
some of our competitors can conduct operations or raise capital at a lower cost than we-can and are subject to-less
regulation, taxes or fees. Congequently, some competitors may- be.able to charge lower.prices for their products
and services, develop and expand their communications and network infrastrictures more quickly, adapt more
swiftly to new or emerging technologies and changes in customer requirements and devote greater- Tesources to
the marketlng and sale of their products and services than we can. . , R

R L i . ' oo

. Despite Ihe vanous chal]enges facing qur busmess our numerous strengths such as our established customer.
relatlonshlps existing network architecture, extensive product and service expertise and wide array of bundled |
offerings, are helping us in our efforts to reduce access line losses and grow our customer base. We intend to
continue challenging the competition wnh .-

*  Innovative bundled offermgs that not only respond to but anticipaie our custémers_’j chan.ging,needs;
*»  New iifoduct éfferings, suf:ﬁ as c.cni'n_i'inued roll-out of hi_gh:spéed l_lllpe;'ne} éc;:ess,; |
=  Effective quslbmer‘car’c land simplified billing; and ~ b ’ ‘
*  Attractive and simpl.if'l.ed priciné. e
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Leglslatlve and Regulatory Developments T TR
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The commumcatlons mdustry ‘has been and remains the subject of legrslanve and regulatory over51ght at. .
.both the:federal and state levels. The Telecom Act was the first comprehensive update of the Communications -,
Act of 1934, Among other things, the Telecom Act provided a framework for.local competition, but required,the
adoption of i‘mpl_ementing rules by the FCC and the states. These rules have been the subject of numerous court
appeals, as well as lobbying efforts before Congress. In virtually every session of Congress since the adoption of .
the Telecom Act, legislation has been proposed to amend it. In addition, members of Congress use Congressional
hearings and letters to emiphasize points to regulators." Congressional participation in the development of
regulatory policy and enforcément makes the regulatory process less predictable and potentially adverse to-our’
interests. Legislatures in the 18 states.in which we operate local servrce territories also engage in regulatory ‘
policy matters that affect our busmess : : . . SRR : B

. . B
As an ILEC we are subject to pervasive regulation by both state and federal regulatory bodies. Whlle the
amount of regulation is diminishing, we remain subject to more regulation over communications services than,
many of our competitors. Competition is increasing at a faster rate than regulation is decreasing. The following
summary of the regulatory environment in which our.business operatées does not describe all present and ,
proposed federal, state and local legislation and regulatlons affecting the communications industry. Some o
legislation and regulations are currently the subject of judicial proceedings, legislative hearings and . -
administrative proceedings that could change the manner in which our industry operates. We cannot predict the
outcome of any of these matters or their potential impact on our business. Regulation in the communications
industry is subject to rapid changé'and any change may have an adverse effect’on us in the future. The following.
discussion describes some of the major communications-related regulations’ that affect us, but niimerous other ’
substantwe areas of regulation not discussed here may also mﬂuence our busmess T e e :

1 ' ! i Al * . . "
State Communications Regulatian SR I N T C

The major areas of ILEC regulanon and the env:ronment of regulatory change we face at the state-level.
include: oo PR . L. ' .
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Carrier of Last Resort Obltgartons (COLR} N ) L S e

As an ILEC, we face COLR ob_liga_tions which include an ongoing requirer}lent to provide Isery'ice‘to:a]l who
request service and are willing to pay tariffed rates. In competitive-bid environments, such as newly constructed )
housing developments or multi-tenant dwellings, this may constitute a competitive disadvantage to the company
if competitors can choose to exclusively tie service to homeowner’s association fees or choose not to provi('lé S
service to customers who-are poor credit risks or whom they believe would be uneconomic to,serve, COLR. ., - ;
requirements may force the company to construct-facilities with a low likelihood of positive economic return on -
this investment. Relaxation of COLR requirements is provided in a few of our states where we.are relieved of .
providing service to certain developments served by a CLEC or-cable operator. Additionally, relative to .
customers who are especially expensive to serve, we are considering, and seeking regulatory approval in targeted
circumstances, as needed, to deploy service using alternative, less costly technologies, such as fixed wireless,and
seekmg to share the cost of building out the network with those customers, Currently, our costs are partially.
offset by payments from the umversal servrce prograrns See “Universal Service Programs” below.?

. Lot IR T +

Rate Regu[anon

Tradrtlonally, ILEC local service pnces and company earnmgs were tegulated. based on the cost of
providing the service plus a prescribed rate of return. We are Stlll subject to this method of regulation in four of
the states in which we operate: Washington, Oregon, New Jersey, and Wyoming. In the remaining states, we’
have entered into alternative regulation called “price cap” plans that typically limit our. ability to increase rates
for local services by a predetermined formuia, but relieve us from the requirement to meet certain earnings tests.

Additionally, in most of the states in which we operate, we have growing flexibility to set prices for certain
" . . i
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enhanced calling services, such as caller identification, and the priee for bundled services that include local voice
service. In nine of the states in.which we operate, we are able to price bundles of.services on an exchange-+.
specific basrs instead of state- wrde prremg ‘ G - - “oL
H ‘ .-.;‘ \ . P . f . . . oL e
Service Quahty Regularton .o . R T SR . ‘
v ot P »: - . .

Mosl of the states in, Wthh we operale rmpose exactmg relar] service requrremems whtch dlctate the i
achievement of certain, standards,\meludmg call center answer time and intervals for new service instaltation and
service restoration when there are outages. We are making some progress in gaining relief from costly, inflexible,
traditional standards, but many commissions have beén slow to permit ILECs to adopt self-enforced, market-
driven service standards despite the acceleration-of competition. r

. oy ' -I .. N : '

State Universal Service Programs o ' . e e

.1 .
ln 2006 ‘we reeewed state universal service support totalmg $75 mrll:on from programs in seven states:
Kansas Nebraska Oregon Pennsylvama South Carolina, Texas and Wyommg Several states, including Texas,
Nebraska and Wyoming are undergoing reviews of their umversal serv1ce fund programs, which in some cases
“could- lead to a reduction in the support we receive. e, R .- S . :‘

* Pl . [ _r v

Fecieral Commimications kegulation , .

At the federa! level as an ILEC we are subject to extenstve regulalton by the FCC. Federal regulation not
- only covers rites and Service terms, but also the terms on "which ILECs provrde connections and network
elements to competitors—the CLECs. Long distance provrders are subject to less regulatlon but still must
comply with various statutory requirements and regulattons Commercial mobile radio service providers are ‘not
regulated from a retail pncmg standpornt but 3 are SllbjCC[ 10 various ltcensmg and techmcai requtrements 1mposed
by the FCC, including prowsrons rélated to the acqursmon assrgnment ot transfér of radio ltcenses and

mandates such as enhanced 91 l or E—9l 1, and wireless local number portabt]tty . o ) .

LA
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Competitive Locdl Service ! ' : .
: . Do : B LN i b ' Pt . i

" The Telécom Act was designed to promote competition in ali aspects of cofmunications. It eliminated legdl
and regulatory barriers to entry into local and long distance communications markets. It also required ILECs to :
allow local resale’at wholesale rates, negottate mterconnectlon agreements provrde nondiscriminatory ; access o+ ‘ :
UNEs and allow collocatton of 1nterconnectton equtpment by compemors C e e T T

*, PR R 1Y

On February 5,72005, the FCC 1ssued an order, which became efféctive on March 175, 2005, revising rules on

UNE:s in response to a March 2004 decision of the D.C.'€ircuit Court of Appeals vacating significant portionsof
the FCC’s earlier UNE rules. The order terminated the obligation of ILEC’s to offer unbundled local switching -
and UNE-P after a one-year transition period which ended in March 2006, during which there were some
increases in'the rates ILECs were permitted to charge for UNE-P, and réstricted, to some extent,'the availability -
of high-¢apacity léop dnd transport UNEs. We benefit froni'the UNE-P riiling, although our competitors have not
made-extensive: use’'of UNE-P in our service territories. The new restrictions dn the availability of hig'h-capacity' )
loop and’ transport facilities as 'UNEs have not'had a material effect on our competmon Separately, the'FCC is
considering whether it should establish performance measures for ILEC provrsron of UNEs and special access-
ser\'tces and, whether to revise the methodology the states must use to establish pnces for UNEs

U . ! v -t

-

Fea‘eral Umversal Service Programs ‘ ; . . - . . \
. - . M- " . . t
site - P . ) .

+ The federal universal service programs provide funding for services provided in high- -cost areas, for
reduced-rate services to low-income consumers, and for discounted communications and Internet services for
schools; libraries and rural health care facilities. These programs are funded largely by contributions from . -
communications carriers. These contributions are based on an FCC-prescribed percentage (currently 9.7% of . » .

. i
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revenues from interstate and international revenues) and-are recovered from customers through surcharges.
Historicaily, this contribution mechanism subjected us 1o competitive disadvantages in at least two respects: .-
First, companies that offered competing services that they characterized as “information,” rather than
“telecommunications,” services, including some providers of VolP services, did not contribute to federal
universal service funding and, therefore, were able to charge their customers less for the competing services.
Second, in September 2005 the FCC classified the cable modem broadband Internet access service offered by
cable companies (in competition with our high-speed Internet access service) as an information service which is
not subject to universal service fund contributions, while requiring ILECs to make umversal service conmbuuons
ona pomon of thelr high- speed Internet access revenues. -
T B . [y e . . ' 4

Both sources of competitive d:sadvamage for us have recently been addressed by the FCC. With respect to
VolP services, the FCC, on June 21, 2006, approved interim rules for determining the payment obligations of
certain VolP providers contributing 1o the universal service fund, which are based on their telecommunications
revenues from interstate and international services. The order established a “safe harbor™ of 64.9% as the portion
of total VolP revenues deemed to be interstate (and therefore, subject to the universal service fund obllgatums)
unless ploven otherwise. The new rulés took effect in‘the fourth quarter 2006 and should achieve greater p‘mty
across telecommunications companies as’ intended by the FCC. With respect to high:speed Internet service, the
FCC, in a September 2005 order, put high-speed Internet access service on an'equal footing with cable modein
service. Pursuant to the order, our high-speed Internet services ceased to be assessed in August 2006, The FCC is
considering whether to replace this revenue-based assessment in whole or in part with'an assessment based on
telephone numbers or connectlons to the pubhc network. An assessment mechanism based on numbers or
network connections could increase our contnbunons to federal universal service funds, but at the same tlme
could cl:mmate the competmve dlsadvantages we face under the current system.

The size of the federal umversa] service fund has grown 51gn1t" Can[ly in recent years primarily due to
increased dollars flowing to competltwe carriers including wrrelees carriers. In response to this growth the
Federal-State Joint Board on Universal Service has initiated a proceeding to mvcstlgale the p0551b111ty of
controlling the size of the fund through the use of “reverse auctions.” In a revérse auction, carriers would “bid”
for the right to serve a high-cost area in exchange for a specrﬁed amount of USF support, with the lowest bid— .
rather than the highest bid—winning, hence the “reverse” nature of the auction. At this point in time, it is unclear
whether some form of reverse auction mechanism will be adopted by the FCC in place of existing, largely cost-
based mcchamsms Other proposals have been suggested including one that would alter distribution of universal
service support by targeting it tp much smaller geographic areas, therefore tying support more directly to the high
cost areas that need support. Addmonally, as part of this proceeding, proposals have been put forth by various.
industry participants (both wireline and wireless); to cap the fund to stop further growth until these issues aje
resotved. Until a more specific plan is developed, we are unable to determine what effect, if any, a reverse

* auction mechanism would have on Embarq s universal service receipts, » | .

. Coa ) - ' . " ‘ ! e

In 2006, w_e received $153 million from _fede_ral uqive_rsal service funds to support our service in high-cost
areas. A portion,of this support is based on average loop costs. Where loap costs exceed the nationwide average,
which is the case in many of our local service territories, we receive federal universal service support. The FCC |
has proceedings underway to reexamine contribution levels to the funds and the distribution of high-cost support.
and to consider expanding the fund to include support for broadband deployment. FCC decisions in those I
proceedings could affect the amount of high-cost support we receive in the future. : .

L ' Lo . el -

Intercarrier Compensation and Access Charges
Intercarrier compensation includes interstate and intrastate switched-access charges that we and other '
ILECs, CLECs and wireless carriers are entitled to receive from long distance carriers for their origination and
termination of long distance calls and reciprocal compensation that interconnected local carriers pay to each
other for terminating interconnected-local and wireless calls. In addition, we and other ILECs receive special !
access charges for providing dedicated facilities to other carriers and businesses. On average, intrastate switched
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access charges, whichare currently regulated by state PUCs, ate substantially higher than interstate switched
access charges, which are regulated by the FCC and in.turn interstate swrtched accéss charges are substanually
higher than reciprocal compensanon - RN BRI '

. N PR L] .

In 2001, the FC(“ launched a proceeding to determine whether access charges as we]l as rec1procal
compensation for local interconnected calls, should be replaced either by a “bill-and-keep” system (under which
intercarrier compensation would be eliminated and all carriers would recover their costs solely from end-user
customers) or by a unified intercarier compensation system.in which the same rdtes would apply-to all forms of
intercarrier compensation, i.e., interstate and intrastate switched access and reciprocal compensation. This
proceeding is pending at the FCC and it is difficult to predict the changes that might result or their timing and
impact. More recently, Embarg joined a group of carriers in proposing a competitive intercarrier compensation
reform plan, known in industry circles as the “Missoula Plan.” The plan would reduce the revenues we receive
from access charges which would then be recovered through a combination of increased customer surcharges and
increased receipts from a fund similar to the federal universal service fund While there has been significant
activity at ‘the FCC arcund this plan, it is difficult 1o estimite whether it, or anything like it, will be adopted or
when. In the meantime, the existing disparities in-the rates for différént forms of intercarrier compensation and
regulatory uncenamnes as to which forms of i mlercarrler compensatron VoIP'is subject (see “Vo[P” below) will
continue, : ST "

. - 'R . . . .
v . 3 . .« . -

i In January 2005, the FCC initiated a proceeding to examine the appropriate regalatory framework for the
rates charged for special access services. The FCC is considering reférms to modify or eliminate pricing
flexibility-policies and additional reforms to the price cap rules affecting special access pricing. The outcome of
the FCC's proceeding is uncertain, but it could result in significant changes to the way in which we receive -
compensation from other carriers and our end users for special access services. At this time, we cannot estimate
whether the. FCC will reform the current special access rules or, if 80, whéther and to what extent apy changes
will affect our special access revenues. N

The higher, above cost, intrastate access rates have been reduced in recent years pursuant to state approved
“rate rebalancing” programs that lowered access rates while srmultaneous]y increasing basic local rates to offset

the displaced access revenues. Efforts to reduce intrastate access rateq havé been most significant in recent years
in Florida, Missouri and Pennsylvania. Further efforts to reduce state access rates or rate rebalancing could take
place as part-of the intercarrier compensatron system reform, impacting both-state and federal rates, referenced
above. Howeéver, competitive market forcés may limit sustainable, significant basic local rate increases.
Accordingly; there may be limited opportunity to fully “rebalance” or offset future mtrastate access rate
reducuons wnth correspondmg increases to basic local rates. + * - : - DR
VoIP ! o b S ot . R L y o -

With the growing use of VolIP, rhe FCCis consrdermg the regulatory S[dlu% of various forms of VoIP .The
outcome of these proceedings will determine whether and how retail VolP offermg:. should be regulated, as well
as whether VolP providers should pay access charges. In February 2004, the FCC issued-an order finding that
one form of VoIP, involving a specific form of computer-to-computer services for which-no charge is assessed -
and conventional numbers are not used, is an unregulated “information service,” rather than a communications
service. This preempred any attempts by state regulatory authorities to regulate this service. In April 2004, the
FCC ruled that long distance offerings in which calls begin and end on the ordinary public switched telephone
network, but are transmitted in part through the use of IP, are telecomniunications services,” thereby rendering
the services subject to all the regulatory obligations of ordinary long distance services, including payment of '
access charges. In November 2004, the FCC preempted states from exercising entry and related economic '
regulation of certain other forms of VoIP that originate through the use of broadband connecuons and spec1ahzed

3

customer premrses equipment. An appeal of thls rulmg is pendmg in the courts ' '

. ' e

A June 20035 FCC order directed providers of certain VoIP services to offer E- 91 1 emergency callmg
capabilities to their subscribers, A September 20035 FCC order ruled that the Communications Assistance for Law
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Enforcement Act, or CALEA, applies to certain VoIP providers and to facilities-based high-speed Internet access
service providers.and set an 18-month deadline for compliance, but left the technical details of compliance 0 a
_future order, CALEA was enacted in 1994 to preserve electronic surveillance capabilities authorized by féderal
and sfate law in Ilght of emerging technologies that might be more difficult for law enforcement officials to
monitor. As referenced above, the FCC also determmed in June 2006 that VoIP prov1ders were subject to ¢
universal service assessments. - . . S = o
. Other issues regarding VoIP such as whether various forms of VoIP are “information services” or- -
“telecommunications services,” or what regulatory obligations, such as 1ntercamer compensation and taxes
should apply to the providers of these services, remain pending in a-rulemaking proceeding the FCC lmtlatfd in
March 2004. S y S - : et
ot e T e t . o . . i e . ,

Htgh-speed Internet Access Servtces . . . . \ . i Lo . b

+ LI PR

T

Followmg a June 2005 U.s. Supreme Court, dec1sron afﬁmung the FCC ] classrﬁcatron of cab]e modem s

' Internet access service as an “information seryice’ * and declining to impose mandatory commen carrier regulanon
on cable providers, the FCC,issued an order i in September 2005 declaring the high-speed Internet access services
that we and other ILECs provrde to be “information services.” This order relieved ILECs of both the ob]tganon to
provide the underlying broadband transmission to other ISPs and to make federal universal service contributions
on revenues from high-speed Internet access services. ILECs’ high-speed Internet access services are now on an -
équal regulatory footing with cable modem Internet access services. The September 2005 FCC order also sought
comment on whether all high-speed Internet access services, regardless of the technology used, should be subject
to various FCC consumer protection regulations. That proceeding remains pending. In addition, as noted above, a
separate FCC order, also issued in September 2005 ruled that facilities-based high-speed Internet access service
providers are subject to CALEA and set an 18- month deadline for compliance, but left the technical details of

‘

compliance to afuture order. S

‘

Video Services - . .. - Lt e : R
. “ 2l . N . L . : .
Under current law, our abi]ity to provide video services in competition with cable providers is subject to
state and local laws that may require i1s to,obtain franchise authority. Generally, these franchises have been ’ )
awarded by local authorities and may subject cable operators'to fees, build-out requirements and other ,' _

- conditions, Recently, several states including Texas, Indiana, Kansas, South Carolina and Virginia, have enacted
legislation that altows ILECs 1o obtain cable franchises on a state-wide basis: Absent further changes in federal
or,state law, the time required to obtain franchises and the conditions attached to.those franchises could
materially impede our ability to offer facilities based competitive video services. In 2006, Congress attempted to
pass a law to simplify the franchising process but failed, In December 2006, the FCC approved an order e
simplifying the franchising process. Continued uncertainty regarding the status of franchising rules is hkely
given that the FCC’s order is expected to bé appealed : . . . ¥

Our current video offerings through our sales agency relationship are not subject to the same laws arid,
therefore; we are not r’equired to obtain franchise authority for these offerings. -+ - ' ‘

" Environmental Compliance C ' e

Sprmt Nextel has identified seven former manufactured gas plant sites that may have been owned or opt,rated
by entities acquired by our-subsidiary, Centel Corporatlon {Centel) before belng acquired by Sprint Nexte]. These
sites are not currently owned or operated by either Sprint Nextel or us. On one site, we and the current landowner
are workrng with the Environmental Protection. Agency, or EPA, pursuant to an administrative consent order.

Expenditures pursuant to the order are not expected to be material. On two sites, we are negotiating with the EPA

as to whether clean up is required. On four sites, mcludmg two of the sites where EPA is involved, Centel has

entered into agreements with ‘another potentlally responsible party to share costs. Further, Sprint Nextel has agreed

to indemnify us for the ma_]onty of any eventual liability arising from all seven of these sites. .

‘ , T




Other environmental compliance and remediation expenditures mainly result from the operation of *  -?
uninterrupted power supplies for our communications equipment. The expenditures arise in connection with
standards compliance, permits or occasional remediation, and are usually related to generators; batieries or fuel -
storage. Although we cannot assess with certainty the impact of any future compliance and remediation
obligations,-we do not believe that future environmerital compliance and remediation:expenditures will-have a-
material adverse effect on our financial condition or results of operations. For more information on our
environmental obligations, see Note I, Background, Basis of Presentation and Significant Accountmg Policies,
and Note 8, Commitments and Contingencies, of the Notes to Consolidated Financial Statements.. R

Patents, Trademarks and Licenses o S .

We own several patents, patent apphcatlons servrce marks and trademarks i the U.S. We have ﬁled for
trademarks, servrce marks and patents where we belreve this protecuon is appropnate meludmg our “EMBARQ"
brand trademark Our services often: use the’ 1ntellectual property of others such as using llcensed ‘Software:! We
also license or otherw1se obtain nghts to use copynghts patents and trademarks of others In total these licenses,
nghts to use and our copynghts patents, trademarks and servrce marks are of material rmportance 0 our
business. Generally, our trademarks, trademark Ticenses and servrce marks have no hmrtatlon on duratron

PR Rt ¢!

.

At spin-off, we entered into a trademark license agreement with Sprint Nextel that will give us the right to
usé the “Sprint” brand name and log in a limited capacrty in' conjuniction with the tratisition to our new brand for
up to 24 months followmg the spm off A . o v :

. o ' Lo
Embarq occasionally llcenses its mtellectual property to others and has granted licenses to. others to use its. -
registered trademark EMBARQ™ in certain situations, including to R.H. Donnelley in connection with the
provision of telephone directories in our local service territories; Our agreement with R.H. Donnelley provides
that we must replace the “Sprint” trademark with our own tradefnark. As of December 31, 2006, replacement of -
the' Sprmt trademark: with R H. Donnelley has been largely completed. -+ W, . a0 v St .
- ’ ' ' ! . - by, [ RN
. We have recelved clalms in the.past and may in the future receive clalme that we mfrmge on. the
intellectual property of others. These claims can be time-consuming and costly to defenc_l and dl_vert management,
resources. If these claims are successful, we could be forced to pay significant damages or stop selling certain .
products or services or utilizing certain service marks or trademarks. We also could enter into hcenses wrth

unfavorable terms, including royalty payments, which could adversely affect our business.

R " D o TR [T )

Backlog
Order backlog is not a significant consideration in our business,
Seasonality ' I T AR T o

Overall, our;busiress is not significantly impacted by seasonality. However, in our Florida markets, we
typically experience increased demand for new service orders in January and a decline in access lines at the end
of the spring due to the seasonal population trends in the state. Additionally, weather related problems have
resulted in increased costs to repair our network and respond to service calls in some of our service areas. The
amount and iming of the costs are subject to the weather patterns of any given year, but have generally been
highest during the third quarter and have been related to damage from severe storms, mcludmg wind damage and
flooding, hurricanes and tornadoes in our local service temtones in Florida, North Carolma South Carolma and
Texas. '

. e g . - » Co CoLte
Employees to R S T Sty . by R - ' Y,
’. - . . - o r , . * oy T ) . ! 0o "
As of December-31, 2006, we had approxrmately 20 thousand active employees Approximately 34% of -
these ‘employees were represented by unions which were subjéct to collective bargaining agréements, There have

been no material changes to these collective bargaining agreements since the spin-off.
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Item 1A. Risk Factors . . . S . . . ; T TS|
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Risk Factors Relating to our Business . . o .

——

We face widespread competition that may reduce our market share and harm our financial performance. .
- . s e . . PR - . [ {
' . 1 - . A . st 48

" We face significant comipetition from a number of different types of communications services providers;
including wireless telephone service providers, 1SPs, cable companies, companies that offer VolP and CLECs.

In particular, we face increasing competition from wireless telephone service providers. As Wireless Carriers
continue to expand and improve their nelwork coverage while lowering their prices, some customers choose to
stop usmg traditional wireline phone servnce and instead rely solely on wireless service. Wé anticipate thai thls
trend w1ll continue, particularly if wireless service rates continue to decline and the quallty of wireless servnces
|mproves Teehnologwal developments in cellular telephone personal communications services, dlgltal
microwave, satellite, broadband radioservices, local multlpomt dismbutlon services, meshed wireless ﬁdelny, or
WiFi, and other wireless technologies are expected to permnt the further development of altematlves to, tradmonal

wireline communications services. . -
1

, , . o . i
We also face increasing compeutlon from cable operators and other serv:ce prov1ders offermg high- speed

Internet services that can be used as a platform to support voice services utilizing VolP technology.. As VolP,

becomes a more robust and widely available service, enstmg compemors could become more formidable and

new compenlors could enter our markets. PO . o ey

. ’ - . + . . 4
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Many of our current and potential competitors have market presence, engineering, technical and marketing:
capabilities as well as financial, personnel and other resources more abundant than ours, Mergers or other , !
combinations involving our competitors may increase this risk-factor. In addition, some of our competitor: can.;
conduct operations or raise capital at a lower cost than we can and are subject to less regulation, taxes or fees.
Consequently, some competitoré are able to charge lower prices for their products and services, to develop'and
expand their communications and network infrastructures more quickly, to adapt more swiftly to new or  +**
emerging technologies and changes in customer requiremeiits and to devote greater resources to thé marketing -
and sale of their products and services than we can. Sy e

Competition may adversely impact our revenues and profits in several ways, including: !
¢ The loss of customers and market share;
»  The possibility of customers shifting to less profitable services; ety e

» - Forcing us to lower prices or increase capital or marketirig expenses to remain competitive; and '

. * LI - l A
. lncreasmg our need to 1ncur addmonal costs in order to diversify by offermg new products:or Services.
4 ] I LU

"I "

R o [

We face iricreased competition‘ from compan{es o[fering integraiéd communic:ation services.
The traditional dividing lines between providers of local and long distance telephone services and w1reless
video, [nternet and cable television services are increasingly becoming blurred, in part because of changes in the
regulatory environment that have facilitated the offering of integrated services. Through mergers, joint ventures
and various service expansion strategies, providers of competing communication services are 1ncreasmgly able to
provide integrated services in many of the markets we serve. If we are unable to offer integrated service, !
offerings, we may not be able to compete successfully against competitors that offer more integrated service .-
packages. - , ‘ P .. . L,
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| .
" Inrecent years; we have broadéned our service and product offerings in pursuit of .our strategy of growing
our share of communications spending by customers within our local service territories. We have historically
bundled Sprint Nexte!’s long distance and wireless services, expanded high-speed Internet coverage and provided
video.capability with Echostar Communications Corp. We also expect to offer certain wireline services and
wireless services throngh wholesale, such as the MVNO relanonshrp, and sales agency relanonshlps with Sprint
Nextel-,-,-‘ ’ LRI . ST
New technologies may be developed that could displace our service oﬂerings.
We expect competition to mtensrfy as new technotogleq products and services are developed. Changes in
technology may permit new entrants into the communications services marketplace, and as a result the future
prospects of the incumbent wireline lnduslry and the success of our, services remain uncertain. We cannot predict

which of many possnble future technologies, products or services will be important for us to develop in order to

maintain our competitive position or what expenditures will be required to develop and provide these
technologies, products or services. To the extent we do not keep pace with technological advances or fail to,
timely respond to technology- drlven changes in our mdustry, we could Iose market share or expenence a decline
in revenue and net income. . ., . . L

1.
Our industry is hlghly regulated and continues to undergo various regularory and leg;slatwe changes, whlch

cauld adversely a_[fecr our prospects and results of operations. .

v
-

As an ILEC, we have tradmonally been subject to srgmﬁcant regulauon from federal, state and local
authorities and in many respects are subject to more extensive regulation than some of our competitors. This
regulation imposes subsmnnal compliance costs on us, restricts our ability to ad_|ust rates to reflect market
condmons and impacts our abxhty to compete and respond o changmg industry conditions. In recent years, the
communications indus try has undergone various fundamental regulatory changes including those resulting from
federal and state legislation, that have generally permitted competition in edch segment of the telephone industry,
while also in some respects reducmg the regulation of ILECs. These and subsequent regulatory and legislative
changes could adversely affect us by reducmg the switched access charges that we are permitted to charge -
customers for use of our network to originité and terminate calls, altering & our tanff structures; or otherwise
changing the nature of our operauons and competition in our industry. In partlcular Congress and state
legislatures may enact laws, and the FCC and state regulatory commissions may adopt new regulanons or take
other actions that could adversely affect our business prospects or results of operauons

The regulatory uncertainty surroundmg VolIP and the apparent use of VolP by some CLECs, long distance
carriérs and wireless carriers as a'strategy to minimize access ¢harges may adversely affect our access revenues.”
Adoption by the FCC of intercarrier compensation reform could reduce or eliminate other opportunities for
access charge arbitrage, but could also reduce our revenues unless the plan provides a feasible mechanism to
replace those revénues with revenues from other sources. Depending on its outcome,'the FCC’s current
proceeding regarding regulation of rates for dedicated special access services that we seil to other carriers could
affect what we: Charge for those serv1ces in the future. * * C . -

TR I 1

Similarly, rule changes that perimit customers to retain their wireline or wireless numbers when switching to
another service provider could increase the number of our custbmers who choose to disconnect their wireline
service and rely exclusively on their wireless service for their communications needs. Other pending rulemakings
could also have a substantial impact on our operations, including in particular rulemakings on intercarrier
compensation and universal sérvice. In addition, various federal legislative proposals are pending that could
substantially alter universal service support mechanisms, which could adversely affect the operating income we
derive from those sources. Litigation and different objectives among federal and state regulators could create -
uncertainty and delay our ability to respond to new regulations. Moreover, changes in tax laws, regulations or
policies could increase our tax rate; We-are unable to predict the future actions of Corgress, state legislatures and
the various regulatory-bodies that govern us, but those actions could materially affect our business.

|
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Due to competitive, technological and regulatory changes, we cannot assure you that our core business will
grow,.and it could decline, which could have.an adverse effect on our business and future prospects. .

Due to the competitive, technological and regulatory changes described above, the local communicationfs.
industry has recently experienced a decline in access lines, interstate and intrastate access traffic and long
distance traffic. The recent decline in access lines and usage, coupled with the other changes resulting from !
competitive, technological and regulatory developments, could materially adversely affect our core business and
future prospects. We anticipate that expected increases in our data revenue will be partially offset by continued
declines in revenues from traditional voice services. Qur access lines declined 6.1%, 4.2% and 2.9% in 2006I
2005 and 2004, respectively. We expect access line losses to continue due to competition. ' '

The need to raise additional capital may adversely affect holders of oitr common stock by mcreasmg our ‘
leverage and reducmg our credtt ranngs. IR . : { ‘

o o L -, i .

In addmon to the ﬁnancmg arrangéments we entered into as part of thé spin-off, we may need 1o incur ]

additional debt or issue securiti€s in ‘order to fund working capital needs, capital expenditures and product ‘
development requirements or to make acquisitions and other investments. Due to limitations in our tax' shring
agreement with Sprint Nextel, for specified periods of up to 30 months following the spin-off, any additional
capital we seek to raise may have to’be’in the form of debt, which could increase our leverage and reduce our
credit ratings. Further, any debt securities or preferred stock wé issué will have liquidation rights, preferehces
and privileges senior to those of holders of our common stock. If we raise funds through the issuance of common

equity, oWnership interest will be diluted, and 'we'may loiver the per share amount of z'my dividends. o
' ' o S T : : : . L
|-
A significant pomon of our workforce is umomzed and if we are unable to reach new agreements befor., our

current labor contracts expire, our umomzed workers could engage in strikes or other labor actmns that could
matenally disrupt our abddy to prowde servrces to our customers o ;

!

As of December 31, 2006, we had approxrmately 20 thousand actlve employees Approxxmately 7 thousand
or 34%, of these emp]oyees were represented by umons Wthh are subject 10 collectwe ba.rgammg agreements
We cannot predict the outcome of these negonatlons and may be unable to reach new agreements and union’
employees may engage in strikes, work slowdowns or other labor actions, whlch could matenally disrupt our
ablllty to provide services. New labor agreemems may 1mpose srgmﬁcant new costs on us, which could adversely

affect our financial condition and results of operatmns in the future. :
L

- A N B t 1

|
We face humcane and other namml dtsaster nsks, whtch can dlsrupt our opemnons and cause us to incur
substantial additional capital costs., o

Approximately 52% of our access lines are located in Florida, North Carolina, South Carolina and Texas,
and our operations there are subject-to the many hazards inherent in being located in areas frequently-hit by
severe storms, hurricanes and tornadoes, including downed telephone lines, power-outages, damaged or | - -
destroyed property and equipment, and work interruptions. For example, during 2004 when numerous majurg
hurricanes hit our local service territories, we incurred approximately $60 million of incremental labor and !

material costs related to service restoration and network repairs. T ot
l}

i . R o o1 . s . |

Although we maintain property and casualty.insurance and may under certain circumstances be able to seek .
recovery-of some additional costs through increased rates, only.a portiori.of our additional costs directly related
to the hurricanes in 2004 and 2005 was recoverable. We cannot predict whether we will continue to be able to
obtain insurance for hurricane-related damages or, if obtainable and carried, whether this insurance will be | -
adequate to cover our liabilities. In addition, we expect any insurance of this nature to be subject to substantial
deductibles and to provide for premium adjustments based on claims. Any future hurricane-related costs and

i

work interruptions could adversely affect our southern operations and our financial condition.- .
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We have substantial mdebtedness, which could restrict our abzhty to pay dividends and have a negatzve tmpact
on our financing options and liquidity. . SN

+ In connection with the spin-off, we issued senior notes in an-aggregate amount of $4.5 billion and entered
into a credit agreement with certain ﬁnanc1a1 institutions. which consisted of a $1.5 billion revolving CI'Cdlt
facility and a $1.6 billion term agreement. The extent to which we are leveraged could: - -

.
r 2

*  Limit our ability to obtain addltlonal financing in the future for workmg capital, capual expendnures
and acquisitions; ' .

+  Limit dur ability to refinance our indebtedness on terms acceptable to i or at all;"*
. Requrre us to dedicate a srgmﬁcant portion of our cash flow from operations to paymg the prmcrpal of
and interest on our mdebredness thereby reducing funds avallable for other corporate purposes

¥

. Make lt more dlfﬁcult for us o pay our ant1c1pated cash drvrdends on our common stock; and
1.

+  Make us more vulnerable to economic downlums and llmrl our ablllty to withstand competitive
, pressures, - . . . ¢

Our ﬁnancmg arrang'ements sub_]ect usto vanous restnctwns that could hmtt our operaung ﬂex:bzhty
t ot e I . i ' ,

Our credlt agreernent and other financing arrangements contain covenants and other restrictions-that, among
other things, require us to satisfy certain financial tests and ratios and restrict our ability to incur additional - - . ,
indebtedness. In addition, both the indenture governing the senior notes and the credit agreement restrict our-
ability to create liens, which could li;mit our ability to incur additional indebtedness, and restrict the ability of our
subsidiaries t0 incur-additional indebtedness. The restrictions and covenants in our financing arrangements, and
in future finaricing arrangements, may limit our ability to respond to market conditions, provide for capital
investment needs or take advantage of business opportunities by limiting the amoant of additional borrowings we
may incur. See “Management’s Discussion and Analysis of Financial Condmon and Results of Operatrons—
Liquidity and Capital Resources—quuldlty : "

We may not have access to capital on acceptable terms, and if we are not able to obtain sufficient financing,
we may be unable to maintain or grow our business.

Pt " ' v 5 S

0 . . B

. Following the spin-off, our credit ratings were lower than those of Sprint Nextel. Differences in credit
ratings affect‘lhe interest rate charged on financings, as well as the amounts of indebtedness.and types of
financing structures that may be available to us. Regulatory restrictions and the terms of our indebtedness limit .
our, ability to raise capital through our subsidiaries, pledge the stock of our subsidiaries, encumber the assets of.
our subsidiaries and cause our subsidiaries to guarantee our indebtedness. We may not be able to rzuse the capltal-
we require on acceptable terms, if at all. If we are not able to obtain sufficient financing, we may be unable to
maintain or grow our business. In addmon our financing costs may be’higher than they weére as part of Sprint
Nextel as reflected in our historical financial statements. Further, issuances of équity securities-are subjéct to

lumtauons 1mposed on us in the tax’ shanng agreement. - : N
Risk Factors Re]ating to 0wnersh_ip of our Common Stock

The market pru:e and tradmg volume of our common stock may be volatile. L o

The market | pnce of our common slock could fluctuate significantly for many reasons, including i m response
to the risk factors listed in this report or for reasons not specifically related to our performance such as industry
or market trends, reports by industry analysts, investor perceptions, or negative announcements by our customers
or competitors regarding their own.performance, as well as general economic and industry conditions. For
example, to the ‘extent that other comparues within our mdustry expencnce declines in their stock pnce our stock
price may decline as well... .. . ¢ : : -
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Anti-takeover provisions of eur certificate of incorporation and bylaws, the terms of our spin-off from Spr"int
Nextel and certain provisions of Delaware law could delay or prevent a change of control that you may favor.-
|

Provisions included in our certificate of incorporation and bylaws may discourage, delay or preventa | ,
merger or other change of control that stockholders may consider favorable or may impede the ability of the,
holders of our common stock to change our management. Provisions in our certificate of incorporation or bylaWS,
among olher things, include: _

4 , \ . C

*  Limiting the right of stockholders to call meetings of steckholders; . I

*  Regulates how stockholders may present proposals or nominate directors for election at annual
meetings of stockholders;

|

1

1

*  Requires any business combination initiated by a stockholder of 10% or more of our common stock to
be approved by the holders of at least 75% of our common stock; and |

»  Authorizes our board of dlreclors to issue preferred stock in one or more series, without 'itockho]:ler
approval. k ) . C i

An acquisition or further issuance of our equity securitiés could cause our spin-off from Sprint Nextel to be
taxable to Sprint Nextel, requiring us under the tax sharing agreement to indemnify Sprint Nextel for the
resulting tax. Moreover, under the tax sharing agreement, we are prohibited from engaging in certain transacltions
involving our stock for specified periods of up to 30 months following the spin-off, except in specified
circumstances. This indemnity obligation and related provisions under the tax sharing agreement might
discourage, delay or prevent a change of control that you may consider favorable. . U

In addition, several of the agreements that we have éntcred into with Sprint Nextel, including certain
commercial service agreements, require Sprint Nextel’s consent to any assignment by us of our rights and ',
obligations under the agreements and may also be terminated upon a change of control of our company. The \
consent and termination rights set forth in these agreements might discourage, delay or prevent a change of |
control that you may consider favorable. i
Risk Relating to the Spin-off from Sprint Nextel . N |

Our future financial performance may be worse than the performance reﬂected in our historical ﬁuancmt
information.

The historical financial information included in this annual report does not reflect what our results of
operations, financial position and cash flows would have been had we been an independent company during the
entire periods presented or be indicative of what our results of operations, financial position and cash flows may
be in the future. This is primarily & result of the following three factors: ‘

*  For all periods before the spin-~off, our historical financial information reflects allocations for services
historically provided by Sprint Nextel. These atlocations are different from the costs and do not reflect
the increased costs associated with being an independent company, including changes in our cost
structure, personnel needs, financing and operations of the business and from reduced economies of
scale, o

+  Qur historical financial information does not reflect the debt and related interest expense as described
in the “Financial Statements and Supplementary Data—Debt and Financial Instruments” that was

mcurred as part of the spin-off; and ' !

« - For additional information about the past financial performance of our business and the basis of
presentation of the historical consolidated financial statements see Item 6, “*Selected Financial. Data
Item 7, “Management’s Discussion and Analysis of Financial Condition and Result of Operation” and
the “Consolidated Financial Statements”, included elsewhere in this annual report on Form 10-K. i
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Before our spin-off from Sprint Nextel, our business was principally operated as one of Sprint Nextel's
business units, and therefore we have only a brief operating history as an independent public company. N
Accordingly, there can be no assurance that our business strategy and operations.wil} be successful on a stand-.
alone basis. - ' .o TV SR _—

“r [ re- ' ' i " Ve e
We may expenence mcreased costs or decreased operanonal effi ciencies as a result of our need to replace .
corporate functions prevmusiy pmv:ded by Sprint Nextel. : 1 .

_ P .
Sprint Nextel historically performed many important functions for our gperations, including information
technology support {reasury, accounting, finance and tax administration, human resources, legal, regiilatory,-
public retations and strategic development functions: Following the spin-off, Sprint Nextel is obligated to provide
support to us with respect to certain of these funétions, including customer bill printing and mailing sérvices,
information technology application and support services, data center services and human resources helpdesk
services, on a transitional basis for up to two years. As such, we need to replicate certam facilities, systems
infrastructure and personnel before the terminatién of these agreements with Sprint Nextel. These initiatives are’
costly to implement. Capital expenditures and other costs associated with developmg and implementing our own
support functions, including information technology systems and infrastructure was apprommately $212 million’

dunng 2006 and we estxmate that we w1|l incur approxnmately $50 milhon in 2007
¥ .

1 u

In addition, ‘there may be an adverse operational impact on our business as a result of the sngmﬁcant time of
our management and other employees and internal resources that will need to be dedicated to building these
capabilities durmg the first few years following the spin-off that otherwise would be available for other business
initiatives and opportumtles When we begln to operate theése functions 1ndependently, if we do not have in place
adequate systems and busmess funcuons of our own, or obtain them from other prov1ders we mdy not be able to
operate our company efficiently and our proﬁtablllty may declme . .

, .
P . o

Our proﬁtabduy may be adversely affected when revenues for certam support funcnons that we prawa'e to
Sprmt Nextel ona transitional basis followmg the spm-off cease.
. . . .

Following the spin-off, we will continue to provide support to Spnnt Nextel with respect to certam funcuons
on a transitional basis for up to two years. Among the principal services that we provide to Spnm Nextel are
billing support services, field techmman support for complex voice customers and information technology
application services. Amounts paid by Sprint Nextel for these services were $12 mlllmn as of, December 31,;20006
and are expected to be approximately $19 million unti the contract for these serwces terminates in mid 2008
Upon expiration of these transitional arrangements we will need to replace, such ameunts with new, revenue
sources or otherwnse reduce our cost structure appropriately or our profitability will suffer. |, -

AL T ‘ "

Our spin-off from Sprint Nextel could adversely affect our business and profitability due to.our loss.of. Sprmt.
Nextel’s strong brand, reputation, capital base and purchasing power. . SN . N

As a business unit of Sprint Nextel, we historically marketed our-products and services using the *Sprint”
brand name and logo, and we believe the association with-Sprint Nextel-has provided us with preferred-status
among our customers and employées due to Sprint Nextel’s: . et

+  globally recognized brands;

»  perceived high-quality products and services;

*  strong capital base and financial strength; and
. . o,

v L prorL L 't

=  significant purchasing power. o . v oL

25




‘in other acqmsmons of our eqmty secuntles (2) other actions or fallures to act by us or (3) any’of our

We may not.be able to achieve or maintain:comparable name recognition'or.status under our EMBARQ™
brand, which could adversely affect our ability to attract and retain customers, resulting in reduced sales and .
revénues. We will also incur substantial.capital and other costs associated with-launching and marketing our new
brand. We may be required to change our marketing strategy to reflect the loss of the preferred brand status (e.g.,
we could determine to more aggressively price our services for high-speed Internet access and that strategy could
result in-lower profitability):'In addition, we have: historically- benefited from Sprint Nextel’s size and: purchaSin‘g
power in procuring goods and services. We may be unable to obtain’goods’and services at prices and:on. terms as.
favorable as those obtained before the spin-off, which could decrease our overall profitablhty

EE a R e

We could incur a stgmﬁcant habrhty if the dtstnbuuon of Embarq common stock in. the spin-off is determmea'
to be a taxable transaction. If the. d:smbunon does not qualify as a tax-free transaction, tax could be tmposed
on Spnnt Nextel and we may be required to mdemmjj) Sprint, Nextet' [ for such tax._ 3 N
. e s .
On July 20 2005 Spnnt Nextel recetved a prlvate lettel‘ ru]mg from the IRS that the spm—off quallﬁes for
tax- free treatment under Code Sectlons 355 and 361 In dddmon Spnnt Nextel obtamed an opinion of counsel )
from each of Cravath Swaine & Moore LLP and Paul, Welss R1fkmd Wharton & Gamson LLP. that the ,.!:_‘,_
spin-off so qualtﬁed Such opinions pnmanly addressed those tax matters {upon which the IRS customanly o l 'L,'
declines to rule. Notwrthstandmg the IRS private letter ruling and the opinions, the IRS could cletermme that the
distribution should be treated as a taxable transaction if it determines that any of the representatlons assumptions
or undertakmgs that were included in the request for the prlvate letter ruling are false or have been v10[ated and/

or if i it dlsagrees w1th the conclusrons in the oprmons that are not covered by the IRS rulmg N : .
[ 2

“If the spm off falls 1o quahfy for tax- free treatment it will be treated asa taxable dmdend to Sprmt Nextel
stockholders in an amount equal to the falr market value of our common stock 1ssued to ISprn'lt Nextel holder"; o
and Sprint Nextel' would be required to recogmze taxable gam in an amount up to the fair market value of our ” {'
common stock that Sprint Nextel distributed to its stockholders in the ‘spin-off plus the fair ‘market valtie of lhe
semor notes that Sprint Nextel received from us. Furthermore, events after the spm off could cause Sprint l\efttel
to recogmze such gain even if the spin-off othérwise would have quallﬁed for tax- free treatment ‘For examp]e ‘
under Code Section 355(e), relatively small acquisitions “of etther our equity securities or Spnnt Nextel's equ1ty
securities that are deemed to be part of a plan or a series of related transactlons that 1nclude the spin-off could
cause’ Sprmt Nextel to recognize gain on the spm “off: Under the tax sharmg agreement "between Sprmt Nextel
and us, wé are generally requtred to mdemmfy Sprint Nextel agamst any tax resultmg from the spm foff if snch"‘

tax resulfs’ from (1) an 1ssuance of our equny securities, a redemptlon of our equ1ty securmes or our mvolvement' '
o

rcpresentauons or undertakmgs being incorrect or violated. We ésiimate that if any of these COllClltI()nS occur the
indemnification obhgatlon to Spnnt Nexte] for taxes would be s1gmﬁcant and we are unllkely 16 havVe the’ abllny

to pay that obligation. i

Ixy T B T PR Pt
i

We agieed to certain restrictions to preserve the tax: free treatment of our spin-off. from Spnnt Nextel which"

may reduce our strategic and aperatmg Pexibility” - - - a2 Sl o Seoie TRy

.Under the tax sharing agreement; in;order to preserve the tax-free treatment to Sprint Nextel of the-spin-off,
for specified periods of up to 30 months following the spm -off; Embarq may. be prohibited, except in specified
circumstances, from: C P T

*  Issuing, redeeming or being involved in other acquisitions of our equity securities; ..
»  Transferring significant amounts of our assets;
*  Amending our certificate of i mcorporatlon or bylaws

1 i Y e e e T A

*  Failing to comply with the Internal Revenue Service (IRS) requirement for a spin-off that we engage in

¥

the active conduct of a trade or business after the spin-off; or A |
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o Engaging in other actions-or transactions that ¢ould jeopardize the tax-free status of the spin-off. .
N : . ‘ Lot A AR . . .

A private letter ruling issued by the IRS after the spin-off provides us with the flexibility to pursue open
market repurchiases of our commonistock without adversely affectmg the tax- free status of our spin-off from
Sprint Nextel B T 1 I :

oL UNF AETONI CAL N DU T .

These festrictions may linait our ability 6 pursue strategic transactions or engage in new business or other

transactions'that may maxmuze the value of our “business. See “Qur Relationship with Sprmt Nexlel—Tax

Sharmg Agreement” in Part I/tém 1 of thrs annual report on Form 10-K. R

" by
-

The agreements that we’ entered mto wrth Spnnt Nextel may mvolve, or may appear to mvolve, conﬂ:cts of
‘mterest. . S

[ P, .. . . . .
o Dkl . . [

We entered into Lertam agreements w:th Spnnt Nextel to prov1de a framework for our initial relatlonshlp
with Sprint Nextel followmg the spm—off We negotrated these agreements with Sprint Nextel while we were still
a wholly owned subsidiary of Sprint Nextel. Accordingly, our executive officers and some of our directors were
employees, officers or directors of Sprint Nextel or its subsidiaries at the time of the negotiations and, as such,
had an obligation to serve the interests of Sprint Nextel and its submdra.nes As a result, they could be viewed as -
havmg had a conflict of mterest

.
v L 1. L. i [ vl *

I

Some of the agreements we entered into w:th Spnnt Nextel contain early termmanon provts:ons that if
exercised by Sprint Nextel, could be matenally detrimental to our abrluy to operate our busmess

We have entered into commercial Servic_e agfeements with'Sprin't Nextel under which each company obtains
services from the other. Some of these agreements are subject to various restrictions and early termination
provisions. For instance, we market and sell,our own branded wireless service under a wholesale agreement with
Sprint Nextel. Although this agreement has a seven year term begmnmg at spin-off, Sprint Nextel has the right to
terminate the agreement if we fail to meet subscriber targets within the first two years of the agreement, if we
transfer more than 50% of our subscribers to another carrier or if a change in control of our company occurs.
There are also,certain restrictions that prevent us from transferring our base of wireless subscribers to another
carrier. These restrictions may reduce our strategic and operating flexibility. Early termmatlon of lhese
-agreements could have an adverse effect on our ability to operate our business.

We do not benefit from the economics of ownership associated with the network infrastructure to support our
. long distance, wireless and other entertainment offerings. Additionally, we do not own or have a license to all
technology that may be necessary to expand our product offerings. Both of these could adversely affect our

busmess and proﬁtab:llty
. PR .

We may need to obtam the right to use certain patents from Spnnt Nextel or third parues to be able to offer
new products and services. We have the right to use all-of Sprint Nextel’s existing patents for a two-year period
after the spin-off, however, we do have the right to use the Sprint Nexte! patents for business that we are
conducting as of the spin-off.for the life of those patents. If we cannot license or otherwise obtain rights to use
any required technology from Sprint Nextel following that two-year period or from a third party on reasonable
terms, our ability to offer new IP-based products and services, including VolIP, or other new offerings may'be .
restricted, made more costly or delayed. Our inability to implement 1P-based or other new offerings on a cost-
effective basis could impair our ability to successfully meet increasing competition from companies offering
integrated communications services, including cable operators and-other service providers offering high-speed
Internet services that can-be used as a platform to support-voice services utilizing VoIP. Ourinability to deploy-
new technologies could also prevent us from successfully diversifying, modifying or bundling our service
offerings and result in accelerated loss of access lines, customer usage and revenues or otherwise adversely affect
our business and profitability. K - S
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Restncﬂans in the patent agreement entered into with Sprint Nextel could adversely affect our ability to grow
through acquisitions, be acqu:red or make divestitures. - .

o * ! o v i K D v '

Following the spin—off, vif,'we grow by acquisitions to become more than twice our size as of the spin-off
date, any new companies that we acquire, or operations that are integrated with new acquisitions, will.not have
the benefit of the patent agreement with Sprint Nextel. Also, if we undergo a change in control and there is a
functional integration of our operations with a third party we will lose the benefits, of some or.all of the _patents
governed by the patent agreement with Sprint. Nextel. The benefits of that agreement do.not extend to any parent
company or any companies under common control.with us. These limitations may make us less attractive as an
acquisition candidate and reduce the value that an acquirer would be willing to pay for our business. Divestifures
of our assets and operations could also be restricted because the benefits of the. agreement would continue 1o,
apply only if divested operations or assets are isolated from the other rnernbers of 1he corporate group makmg the.
acquisition and only if the business is conducted in substantially the same.manner and in substantially the same
geographic area that it was conducted before the divestiture. These limitations rnay inake our assets less _
attractive to a potennal acqulrer and could reduce the value that an acqunrer would be w1|l1ng to pay forthe

assets ) L
- ! 1.

N .
' = : .
' . oA
' . . . *

. T e . . ot SRR . '
Item 2. Properties ' . - L .
. ' .. ¢ I T PO . LR S ' - e ot

We have property in each of the 18 states where we provide local communications services. Our prope y
mainly consists of land. bu1ld1ngs ‘metallic cable and wire fac111t|es fiber- OpllC cable facilities, sw1tchmg

equ1prnent and other electronics. We have been granted easements rights-of-w way ‘and rights- of-occupancy, e
mainly by municipalities and private landowners Most cable facilities are buried, but some metalii¢ and fiber
cable is above-ground on telephone poles. In addition to owning our own poles, we also contract with 0the1
atilities, mcludmg rnany eléctric compames to cormect cable and wire' to thelr owned poles : L
i P . - .. v
Our gross property, plant and equlpment at December 31, 2006 was dlsmbuled among the business ' -
segments as follows: " ' : : e
* ' . ' . i T ptd e . N . . ia
. T . i "L " . t, 1a~ . Asof December 31, 2006
' ' . T I+ L ¢ (Billions)
S ) N ’. R P Lo - - L . ,\-‘l‘)- . P
Telecommunications segment - - . LTS 20.6
— . N . . R . - 'k : .
Logistics segment . . : 02 -
Total . - . .. L . _ o § 20.8

A P .' f - - . . . , . “u\._\ ] . v
Qur corporate headquarters are located in the Kansas City metropolitan ared where'we own our . -~ *s:
251 thousand square foot executive office building and lease our 472 thousand square foot Embarq Logistics-
operational center and approximately 250 thousand square feet of additional office space in the Kansas City area.
We also lease approximately 322 thousand square feet of addjtional space from 'Sprint Nextei in Overland Park,
Kansas. The lease on our Embarq Logistics center can be:renewed for 10 year terms-through 2050. The term on
the space subleased from Sprint Nextel is for two years beginning at spin-off, We believe that éur existing owned
and occupied facilities are in good working condition and are suitable for théirintended purposes. i
. P % L ; a6 T ' '
Item 3 Legal Proceedmgs o o T : coe o e '
. T . ., . A ' i . x \
Vanous laWSults mcludmg putatlve class actions, regulatory proceedings and other cla1ms typical for a.
business enterprise are pending against the entities comprising our operations or for which we have assumed,
contractual liability in conrection with the spin-off. While it is not possible to determine the ultimate disposition:
of each of.these proceedings and whether they will be resolved consistent with our expectations, we expect that.
the outcome of these proceedmgs individually or in the aggregate, will not have a material adverse effect on,our

financial condmon or results of operations. ‘ . SN , B

28




Item.4..Submission of Mattersito Vote of Security Holders ' - . -,-. » e A VT

Rl . P A, ° "r ' v " e, o . t R LEVEE RS R ‘I‘-
i *No matter was submltted to a vote of sécurity, holders during the fourth quarter 2006. . ova
EEERU T e . rren EREPITR T A 3T B UL
Executive Officers of the Reglstrant . o ‘ ' vy
© The following individuals are currently Serving as our executive bfficers:” 1.0 T Yoo o
e K P LA, S R LA A S A I Py,
.Name - -. -, r e+, gt 0. Age, " Position(s) T T T
Daniel R. Hesse® - R K (53y 't " Chairman of the Board, Pres1dent and Chiéf Executlve Ofﬁcer
- Gene M. Betts@- - 2"~ - . (54). '-~Chref Financial'Officer +-° "' e~ o 700 o
William R. Blessing (3):';'_,2- W) (51) JSemor Vice Presrdent—-—Corporate Strategy and Development
Harrison S. Campbelk®-+ - . ¢ "1(45) '+ President—Consumei’Markéts *© : ) -
William E.-Cheek ¢} ¢ Cor sy Presrdent—Wholesale Markets ¢ o “‘" D .
Melanie K. Coleman (42) Controller A
Thomas A. Gerke™ . +4 . (50) ,,  General Counselv-Law .and External Affairs C e
E.J. Holland Ir. ( ) Sy ' {63) .. Semor Vlce Presrdent—Human Resources
Thomas J. McEvoy(W S, 48y Presuient—Busmess Markets S v .
Leslie H. Merednth“”) W et _(51) Treasurer K e o

'5"“0 Ty T i ng '

(1) Mr, Hesse has been our Chalrman President and Chief' Executlve Officer and a member of our board ‘of

- directors since May, 2006. He served as Chief Executive Officer;of Sprint Nextel's, local telecommunications
division from Ji une 2005 until May 2006 From March 2000 to June 2(}04 he served as Charrman President’

v ,and Chtef Executwe Ofﬁcer of Terabeam Corp a Seattle based commumcatrons company. From 1997 until
: 2000 he served as Presrdent and Chref Executwe Ofﬁcer of AT&T ereless Servmes a d1v1sron of AT&T.

' _'Mr Hesse a]so serves,as a dlrector of Nokla Corporauon and VF Corpor'mon .

vk

2y Mr! Betts has been our Chief Financial Officer since May 2006! He served as Semor Vrce President= - .
‘Finance at Sprint Nextel's local telecommunications division, a position he held from August 2005 until
May 2006. He served as Semor Vlce Presrdent—Fmance and Treasurer, of Sprint Corporatron (Spnnt) from,
1998 untll August 2005 : . Lt N

. R AR Y . atl '} St 0 .!' e BRI
3 Mr B]essmg has been our Semor Vlce Premdent—Corporate Sirategy.and Development since - May 2006
He served in this role at'Sprint Nextel’s. local telecommunications. division from August 2005-until May
2006. He served as Senior Vice President—Strategic Planning, and Corporate Development of Sprint from
- August 2003 until August 2005. He served as ‘Vice President—Strategic Planning and Business . "
Development—Sprint PCS for the Sprint PCS (Wireless) division of Sprint from November-1998 until
* August 2003.

(4) Mr. Campbell has been our President—Consumer Markets since May 2006. He served in thrs role at Sprmt
: Nextel's local telecommunications division from August 2005 until May 2006. He served as Pre51dent— ,
Emerging and Mid-Markets of the Sprint Business Solutions division of Sprint from October 2003 until

August 2005. He served as President of the Mass Markets Organization of Sprint from May 2002 to October .

. 2003. Before that, he had served as Vice President—Sales and Marketing of the Mass Markets Organization
of Sprint since April 2001. In 2000 and 2001, he served as Vice President of Marketing, then President and
Chief Executive Officer of uclick.com, a developer packager and distributor of branded comics and word
games on the Internet. :

(5) Mr. Cheek has been our President—Wholesale Markets since May 2006. He served in this role at Sprmt
Nextel’s local telecommunications division from August 2005 until May 2006. He served as Assistant Vice
President—Strategic Sales and Account Management in Sprint Business Solutions from January 2004 until
July 2005. From January 2002 until December 2003, he served as Prestdent—Wholesale Markets in the
Business and Wholesale Markets Group of Sprint’s local telecommunications division. Mr, Cheek served as
Vice President—Sales and Account Management for the Carrier Markets Group of Sprint’s local
telecommunications division from January 1998 until December 2001. ’
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{6) Ms. Coleman has been our Controller since May 2006. She served as Vice President—Finance of Sprint -
Nextel’s local telecommunications division from August 2005 until May 2006. She served as Vice President
and Corporate Controller at H&R Block from October 2002 until August 2005. Before joining H&R Bldck,
she served as Assistant Vice Presndent and Assistant Controller at Sprmt from December 2000 until Oc tober
2002. .. e

(7) Mr. Gerke has been our General Counsel and External Affairs since May 2006. In January 2007, in addition
to his existing duties, he assumed over51ght responmbxhty for our Wholesale Markets business unit.
Mr. Gerke served as General Counsel and External Affairs at Sprint Nextel’s Iocal telecommunications +
division from Auvgust 2005 until May 2006. He served as Executive,Vice President—General Counsel and.
External Affairs of Sprint from May 2003 until August 2005. Before that, he served as Vice President-—
Global Markets Group—Business Development of Sprint since June 2002. From September 2000 to June
2002, he served as Vice President-—Corporate Secretary of Sprint. Previously, he served as Vice S,
President—Law, General Business and Technology of Sprint and as Assistant Vice President—Law,
Mergers, and Acquisitions. NEN T ‘ o

(8) MIr. Holland has been our Senlor Vlce Pre51dent—Human Resourccs since May 2006. He served as Vice
President—Human Resources and Labor Relations at Spnm Nextel’s local telecommunications dwnsnon
from August 2005 until May 2006 From May 2000 to July 2005, hé served as Vice President— =
‘Compensation, Benefits Labor and Employee Relations for Sprmt From March 1999 to April 2000, he
served as Assistant Vice President—Benefits for Sprint. . .

(9) Mr. McEvoy has been our Presidéent—Busihéss MasKets smce May 2006. Ii January 2007, in addition to his
existing duties, he assumed ovemght respon51blht) for our Logistics business umt He served as the

. Presndent—-Busmess Markéts at Spnnt Nextel’s local te!ecommumcatlons division from' August 2005 until -

" “May 2006. Previously, he served as Pr351dent of Sprmt Busmess Solutlom—-Emerpnse Markets of Sprint
from April 2004 unti! August 2003. He served as President—LTD Consumer Markets of- Sprinit from July
2000 to April 2004. Before that, he held many, positions within Sprint’s local telecommumcatlons division-
since 1980. - - - " . v o ; _ L

(10) Mr. Meredith has been our Treasurer since ‘May 2006. He séived in this role at Spr1nt Nexiel’s local
telecommunications division from August 2005 until May 2006. He served as Vice Premdent-—-Mergers and
Acquisitions of Sprint from March 1997.to. August 2005. During that time, Mr. Meredith was also
responsible for Risk Management ‘and Environmental Heaith and Safety for Sprint. -

. . r ot L 5 A AR Y T
There are no known famlly relationships between any of our executive ofﬁcers and directors. Officers are
clected annually. . -~ -~ . e ot e e o T
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Item 5. Market for Reglstrant s Common Equity, Related Stockholder Matters and Issuer Purchases of
Eqmty Securities - . oo
CommonStock Data L SRRERET S

Begmnmg on May 18, 2006 our common stock was lmed and traded on the New York Stock Exchange under
the symbol “EQ." As of February 28, 2007, there were approximately 45 thousand shareholders of record of our
common stock. The following table sets forth the high and low closing sales prices per share of common stock since
spin-oft, according to the New York Stock Exchange, and dividends declared per share during such periods:

Common Stock

2006 Market Price . ' High Low CasHi Dividends
First Quarter ‘ . $ NA S NA S . NA
Second Quarter ™ -- co- - - 43775 - - 3933 ‘N/A
Third Quarter ' 4994 3977 0.50
" Fourth Quarter . ’ T B - 52947 § 47.54 b 0.50

(1) Reépresents activity from May I8 2006 through June 30, 2006." - - o o !
(2) Total dmdend paymems to qtockholders m ”006 was npproxlmately $ 150 m:lhon ‘ :

Stock Performance Graph e o .

The following graph compares the cumulative total stockholder return on our common qtock from May 18, 2006,
when “regular way™ trading in our common stock began on the New York Stock Exchange, through

Decémber 31772006, with the total return over the same penod on the S&P 500® Index and lhe Dow Jones US

: Telecommumcanom Total Return Index. The graph shows the growth of a $100 investment in our common’”
stock, the S&P 500® Index and the Dow Jones US Telecommunications Total Return Index on May 18, 2006 and
the reinvestment of all dividends pdld

Companson of Cumulative Total Return*
May 18, 2006 to December 31, 2006 o IR it
Among Embarg Corporation, the S&P 5002 Index
. and the Dow Jones US Telecommunications Total Return Index ..

$50

$25

$0 v v
05/18/06 06/30/06 09/25/06 12/31/06

—+—EMBARQ --a—S&P 500® —- Dow Jones US Telecommunications Total Retum Index
* - $100 invested on May 18, 2006, including reinvestment of dividends. Fiscal vear ended December 31, 2006.

The information provided in this item under the heading “Stock Performance Graph™ shall not be deemed to
be “soliciting material” or to be “filed” with the SEC or subject to Regulation 14A or 14C, or to the liabilities of
Section 18 of Ihc Securities Exchang_e Act of 1934, as amended.
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Issuer Purchases of Equity Securities

s A AT

.
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Maxtmum Number (or

Total Number of Shares Approximate Dollari:
. - . Purchased as Part of Value) of Shares that May
Quarter Ended Total Number of Average Price Publicly Announced Yet Be Purchased-Under

December 31, 2006

o

October 1 th't:o_ugh\ . ‘7

Shares Purchased "

Paid per Share 2

Plans or Programs

- the Plan or Program

]

P

LAl

e

. '
PR

ot e

)

L " g

coL -
T ERPLTRES i

October.31 ...+ - § .. 14683 - -
November 1 through ‘ : C : BRI
November, 30 . W - - - oot ek
December I through ) - ‘ o _ o )
December 31 " T 428 $ 51.17 ' - ‘“" - L
Total - 431 % 51.14 N ' I

|

1

(1 ) Acqmszttons of eqmty securities durmg rhe Jourth quarter 2006 were pursuant to_the terms.of,our 2006,
Equity Incentive Plan and consist of the surrender of res.rricted stock to pay reqmred minimum tax;: -,
withholding upon vestmg of the resrrtcred stock. The above table does not mclude chares purchasea’ on rhe
open market by Embarq’s benefit plans pursuant to the reinvestment of cash dividends in Embarg common
stock held by the plam stock funds: o L

ti. . ,";‘t,"-_'_,. - R T

(2) The purchase prtce of a share of stock used for rax w:thholdmg tS the amount of w;thholdmg pmd per *hare
usedforthalpurpose I o S T P

1 ' PR + 4

(3) Repurchase of shares was effective in'September 2006, but was not admmrvtratwet'y processed wiitil Oc tober

2006 \ IR I N TR § A

o ‘ e i
Item 6. Selected Financial Data ‘ LR
Rl - - , Lo e i

The following table sets torth our se]ected consohdated ﬁnanmal data The financial position data as of i
December 31, 2006, 2005 and 2004 and results of operatlonSf dividends paid fo Sprint-Nextel and cash-flow. data
for the years ended December 31, 2006, 2005, 2004 and 2003 have been derived from our consolidated ﬁnancm]
statements that were audited by KPMG LLP. The results of operations, cash flow data and dividends pald o 1
Sprint Nextél for the year ended December 31, 2002 and the financial position ‘data as of December 31, 2003'and
2002 Kave been derived from our unaudited ¢onsolidated fmanc1al statements. In the opinicn of management all
adjustments (consisting of normal récurring accruals) considered necessary. for a fair. presentation.have been. : !
included. The following information should be read together Iw1th our consolidated fihancial statements and the
notes related to those consolldated ﬁnanc1a1 statements. ! .

- [ -
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QOur consolidated financial information may not be indicative of our future performance.and does not *
[ necessarily reflect what our financial condition and results of operations would have been had we operated as a
i separate, stand-alone'entity duringthie periods presented, particularly since'many changes will occur in our
‘ operanonq and capitalization as a result of our spm -off from Sprint Nextel.
' PR y e BT T P T t - . e e, |-
= o~ . -~ T T T For the Years Ended December 31,

- " . 2006 i ,'2005 Lo 2004 . 2003w oo p2002
: Lot Cwiy e 4 - Amilions) ., . ', . ive - (unaudited) -
¥ Results of Operations
| Net operating revenue -8 06363 0§ 6254 8 6439, $.:+%.6159 - § 6,250
] Operating Income () 1,544 1,552 1,590 1,616 1,596
' Incomé. from continuing . " - .- e : S S :
‘ operations M = ... . wo.e T 0784 g94.. ¢+ .. 917 . ©920 v 897
I Financial Position T e Co . e e - -
\ Total assets ' ‘ S0 ool 92 T 9329 | 9268 8,745
\ Property, plant and equlpment net 7,988 7,804 S 7917 1979 T 7,444
t Totaldebt . .. .. , 6,458 L5 .. 240 L0 1392, 2,033
' Stockholders’ equity | Lo .1 (468) 4,852 , 4960 . 4889 4,004
; Cash-Flow Data- * -~ : "'l st " S : ' A e LA S
Net cash from’operating activities® » ¢ 2,053 1808 -+~ 2064 -7 1,804 - L 2,258
' Capital expenditures 923 - 828 . 975 ‘1,118 CL136

| (1) In 2006,-we recorded $116 million,in non-recurring spin-off related costs and:- $30 million.in restructuring
‘ charges aimed at improving our overall cost structure.

In 2005, we recorded $80 million in allocated asset impairments of Wh]Ch 377 mllllon resulled from the
| abandonment of a network monitoting ‘software application.

»

. In 2004, we recorded restructuring charges reducing our operating income by $40 million and income from
, .
| continuing operations by $25 million. The restructuring charges were relatcd to severance costs associated
with Sprint Nextel’s organizational realignment. ¢ "~ S <

In 2003, we recorded restructuring charges reducing our operating income by $25 million and income from
continuing operations by $16 mllhon The restructuring charges were related to severance costs associated
“with Sprint Nextel’s organizational realignment, in the amount of $26 m:ll:on $13 mllllon net of tax, and
asset impairments of $5 million, $3 million, net of tax. The 2003 restructuring charges were offset by the
finalization of the 20¢}] and 2002 restructuring liability in the amount of $6 million.

, In 2002, we recorded rest.ruchi?in’g ch&i’rg"gs"redlfcing our opera’ﬁﬁé' income by $57'million and income from
continuing operduons by $36, mﬂllon The restructurmg charges were pnmarlly related to the consolidations

in Sprlnt Nextel's network lnformdtlon technology and blllmg and accounts rece:vable orgamzdtlons as
well as additional steps to reduce overall operaung COSts.

(2) The December 31, 2003 financial position data was derived from unaudited consolidated financial
statements.

T e T L I . : * :




Item 7. Management’s Discussion and Ana]y5|s of Financial' Condition and Results of Operatlons

CAUT[ONARY STATI*JMENT REGARDING FORWARD LOOKING STATEMENTS D

~ We make forward-looking statements in lhlS documem These forward- lookmg statements relate 1o our’
outlook or expectations for earnings, revenues, expenses, asset quality or other future financial or business
performance, strategies or expectations, or the impact of legal, regulatory or supervisory matters on our business,
results of operations or financial condition. Specifically, forward-looking statements may include: '

.

. statements relating to our plans, intentions, expectations, ébjectives or goals;

»  statements relating to our future economic performance, business prospects, revenue, income and
financial condition, and any underlying assumptions relating to those statements; and

(LY LIRS 1||

project,” “forecast

*  statements preceded by, followed by or that include the words “estimate,” “plan,
mlend,” “expect,” “anticipate,” “beheve seek,” “target or similar expresswns

LR

A

These statements reflect our management’s Judgmcnl based on currently available information and mvolve a
number of risks and uncertaintiés that could cause actual results to differ materially from those in the forward-
looking statements, With respect to these forward-looking statements, our management has made assumptions
regarding, among other things, customer and network vsage, customer growth and retention, pricing, operating -
costs, technology and the economic and regulatory environment. ¢ ) AR

Future performance cannot be ensured. Actual results may difter matenally from those in the forward- i
looking statements. Some factors that could cause our actual results to differ include: ’ - ‘

et - .

< our'revenues and operating costs may be different than expected; . \

-+ our ahility to establish our new brand; | o I S K

* a delermmdlmn by lhe IRS lhd[ the spm off should be treated as a tdxable transaction;

s4'  our different capital structure as an' independent company, mc]udlng our acceqs to captital, credil
R raungs mdebledness and ability to ralse additional ﬁnancmg,

¢ wvolatility in the equny markel S i
s, the effects of v1gorous compelmon in lhe m.nrkcts in WhICh we operate; '

«  the effects of other mergers and consolidations in the industries’ relevanl 1o our operauons' and
unexpected announcements or developments from others i m those lndu‘;lnes ' L

. the costs and business risks associated with providing new,services; .- ¢ | LT ey

«  the impact of new. emerging or competing technologies on our business;

«  the impact of any adverse change in the ratings assigned to our debt by ratings agencies on the cost of
our financing and our ability to raise additional financing if needed;

e the uncertainties related to our investments in networks, systems and other businesses; |
*  the uncertainties related to the implementation of our business strategies;
*  unexpected results of litigation filed against our company; : .
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=+ the impact of equipment failure, hurricanes and other natural disasters, terrorist acts.or,other breaches
RIS ofnetworkori_nformation!technology_security; ce e T A

. . . . LI . . q L - . . -
. A " | R T ! . 4 Nt 1 o Tty L Pt LI

s . the 1nab111ty of third: pames to perform to our requrrements under agreements related to our busmess

|

l ©onooperationsyez v Lrn el ot L . BTt
l

I

[

" - N 0 . .
L S A P T R L.t g

“offerings; " - Lo C RIS '

! IO Lo w C

o .
*  restrictions in our patent agreement with Sprint Nextel;
. . LR | B B

“y R T Rt R e L

.« the Tcolsts‘_of compliance with regulatory_rnandates;

Cd

G e b, . : N
o, . R PCY - e MHeye by
» the p0551ble impacts on our busmess of regulatory and legal changes changes in pollttcal or other
factors, such as monetary policy; or other external {factors over which we have no control; and

*  other risks referenced in this Annual Report on Formi 10-K, including in Part I, ltem 1A, “Risk -
Factors”, and from time to time in other filings of ours with the SEC.

e . P A v . ' ' B e e s e
P I R A E L T SN ue [ =N ottt

1You are “Gautionédnot'to place-indué reliance ‘on any'forward-looking statements, which'speak only as'of
the date of this document. Except asirequired by law, we undertake no obligation-to publicly update or'telease
any revisions to these forward- lookmg statements to reflect any events or crrcumstances after the date of this

docuitient orto reflect the océuirence of unantrcrpated events: =t e Cwd et N

v S T . A oy o e . 2.l

OVERVIEWJM - S N L i!,; 't A S T HE l'.r.";.;':l"l""' o

I R T S B BT O

We were mcorporated in 2005 under‘the laws of Delaware, We formerly were a wholly- owned subsidiary of
Sprint Nextel. ln December 2004 =Spr1nt Nextel announced its 1ntent10n to spm off ‘1ts local commumcanons
business and product CllSll'lbl.Ithl’l operatlons from its other busmesses ina tax free transacuon On May 17, 2006,
in exchange for, and a5 a condmon to, the transfer of assets and the assumptlon of hab111t1es descrrbed below we'
(l) rssued {6 Sprmt Nextel 149 1 million' shares of our common stock and’ (2) lssued to Spnnt Nextel $4. 5 billion
of Embarq semor notes and tran‘sferred to Sprmt Negttel $2. l bllllon in cash n exchange for, and ,
contemporaneously w1th the issuance of our common stock and transfer of debt and cash Sprmt Nextel P
transferred the Embarq assets at hlstorlcal cost cons1st1ng of Spnnt Nextel s local commumcahons operatlons
and who]esaler product dlstnbunon operauons apd the consumer and cenam busmess long drstance customers
located in our servrce temtorres and we assumed certam ltabtlmes related to our business. The spm—off was
completed through a pro rata dlstrlbutlon to Spnr}t Nextel shareholders consfistmg of one “share of our common ‘
stock for every 20 shares of Sprint Nextel voting and non- votmg shares owned by Sprmt Nextel’s shareholders as
of the c]ose of b.usm‘ess ionUMay 3‘3: I?Q()t;),‘the _record date for the d‘r.stppunon_..

. A R 1.
. o, re T { R ST PP R ';':‘ T 1ot L, Y
Operations ., Gl e e e e e
kI o, -nl"}v Vit I R i E 'r:-:-"'r-.’._-" sty oo
We provide, both directly and through wholesale and Sales agency relationships, a suite of commimnications
services, consisting of local and long distance voice and data services, high-speed Internet access, CDMA-based .
wireless and satellite video services to consumer and business customers in our local service territories in 18
states. Through our Telecommunications segment, we-offer regulated local communications services as an ILEC
to roughly 5% of, _U.S.'-hous_eholds,_wfith-approximately,6.9._mi1]ion access lines,.as of December 31, 2006. We
also proyide access to our local network.and wholesale colnrpunications_ services for other carriers, ‘
communications equipment—-fp_r,bus_iness markets and other. communications-related services. Through our . ,- -

| .
*  our ownership of or abllrty to license technology that may be necessary to expand our product
Logistics segment, we provide wholesale product distribution, logistics and configuration services.
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1

Qur core business strategy is to-maximize profitable communications services revenue per customer by’
providing bundled and integrated voice, data, wireless and video products and services that meet the needs of our
consumer and business customers within our local territories. This strategy has four key elements: 1) Provide
useful products and solutions to atiract and retain customers by marketing integrated service offerings; 2)
Improve the customer experience and perception of service and product offerings, 3) Manage our costs and 4)
Maintain a customer focused culture that promotes high performance and employee satisfaction.

3 . .- . . . o . . . 1

For several years, including the current yéar, we have experienced declines in the number of switched

access lines served in our local service territories primarily due to:

= increasing competilion from wireless telephone service providers;

+  increasing competition from cable operators providing high-speed Internet services, which can be tsed
as a platform to support voice services utilizing VolP technology; ,

. . . . o . PR . ' .
. B - o

»  the growth of other facilities-based competitors in our markets;-and, : '

»  productsubstitution’ameng our service offerings. .~ - . . 0 o »

K e e PR o

Switched access lines declined 6.1% in 2006 and tooking forward, we expect to experience continued
declines. We believe that the percentage of access line losses will accelerate slightly in 2007 as competing VoIP
carriers continug to add coverage in our territories. T : - . )

t K a o . . . [

sk o '

Growth in hlgh speed Internet has continued Lo help oftset the lmpact of tmdluonal access line loqses We
reached the milestone of over one million subscribers as of December 31, 2006, a 47% increase from the year
end 2005. Simplified and more attractive offers including fixed pricing guaranteed never to increase for as long
as the customer has the service have been very successful.

In the 2006 Second qu..irlcr we launched our own company- -branded wnrelcss service. We prowde this
service as a MVNO via our rulatlonshlp with Sprlnl Nextcl We have differentiated and pldl’l to further '
differentiate our w1re|e<s service offering by mlegralmg olif witeline voice and data services with the’ wrre]ess
service, which in'turn, cnmplements and enhances the value of our core local service offerings. For examp]e we
offer integrated vmcemdll which allows consumers 1o access messages with either their home landline ph(me or
wireless phone from & slngle mailbox from either device. Additionally, EMBARQ™ Smart ConnectSM allows
busme%cx to move calls se.jmlessly between their wm,less and wireline nelw‘()rks all without mterruplmg a. call
This servme enables businesses o be more uccessible, helps reduce wireless costs and improves coverage ‘md
call quality. The launch of our wireless's qcrwce is expecled to be initially dilutive to our results of operauons “due
to up-front custemer acquisition costs as well as the absence of a substantial customer base generalmg alevel of
recurrmg revénue sufficient to cover acqursluon Cosls We ended 2006 with 48 thousand wireless subscnb(,

Video service is also a key element to otrr bundled offers. We curremly offer video and pay per view service
through a sales agency relationship with Echostar. This service offering rounds out our complete lineup of
communications and entertainment services, all of which is billed by us to the customer on a single bill. Video
service subscribers nearly doubled in 2006, increasing from 87 thousand to 162 thousand subscribers. '

.

' i .

Impact of the Spin-off : BRI : . . P :

- ' : R RN o, et . . ' . | ER

In connection with the spin-off, we issued 16 Sprint-Nextel our senior notes and transferred to Sprint-Nextel*
the cash proceeds of new borrowings under our credit agreement, in an aggregate amount of $6.6 billion. We do
not expect the change in our capital structure resulting from the spin-off to advérsely affect our ability to generate
sufficient cash flow to re-invest in our business, meet our debt service requtremems and pay regular quanerly
dividends. " - -
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Also in conrection with the spin-off, Sprint Nextel transferred certain customer relationships, assets and’
liabilities to us, the most notable of which was the transfer of consumer and cerain business long distance voice
customers in our service territory, which had 2005 revenue of $512 million. The results presented i our
consolidated financial statements and throughout the following discussion only reflect these'tranifers after
May l? 2006 Accorclmgly results before the spin-off are not fully cnmparable 1o lhmc after spm -off, '

- . )

Spnnl Nextel hﬁmncally performed many, lmporldnt functions for our operauons mc]udmg mformauon
technology support, treasury, accounting, finance and tax administration, human resources, legal, regulatory,
public relations and strategic development functions. Since the spin-off, Sprint Nextel has continued to provide
support to'us with respect to certain of these functions, including customer bill printing and matiling services,
information technology application and support services, data center services and human resources helpdesk
services, on a transitional basis for up to two years following the spin-off. As such, we are requnrcd 1o replicate
certain facilities, systems, infrastructure and personnel before the termination of these agreemenm with Sprint
Nextel. These mitiatives are costly to implement. Capital expenditures and other costs associated with developing
and implementing otr own support functions, mcludmg information techno!ogy systems and infrastructure was
approximately $212 mllllon durmg 2006 and we estlmate that we w:ll meur approxnmately $50 m1llmn in 2007

. Before the spin-off, as a subsuilary of Sprmt Nextcl, we advanced to and received from Spnm-chlcl funds
using Sprint Nexiel's centralized cash management program. These advances were accounted for as short-term
deposits and bore interest at a market rate that is substantially equal to the rate we would have been able to obtain
from third parties on a short-term basis. Advance reccivables with Sprint Nextel were presented as “Cash and
equivalemf. for purposes of these consolidated fnancml statements. Following the \pln off we are responsible

for our own cash management funcuom :
l l

Also before the spin- off Sprint' Nextel provlded facilities, information services, marketing and certain
corporate and adminisirative services to:its subsidiaries, including our company. Sprint-Nextel directly assigned
costs, where possible, based on actual use of these services. Where direct assignment was not possible or
practical, Sprint Nexiel used indirect methods, including time studies and headcounts, to atlocate shared service *
costs to its subsidiaries. The services provided by Sprint Nextel 10 its subsidiaries are generally accounted for
based on fully distributed costs, which we believe approximate fair-value. The costs allocated are not necessarily
indicative of costs that will be charged or incurred in the future. Refated party payables to Sprint Nextel resulting
from the allocation of shared service costs were settled approximately’one month after their initial recognition.
Related party payables for purposes of consolidated financial stalements were prescnled as ‘fAccm:nts payable.”

See Note 9, Related Party Transactions, of the Notes to Consolidated Financial Statements for additional
related party lransactlon inforrmation. Fo]!owmg the spin- off Sprint Nextel was no Ionger com]dered a rclated
pdl‘ly o v ! . ' 1 [}

4

e, ."..I;--‘ e C . I '
New Financing Arrangements - . o e e

.

In connection with the spin-off, we entered into 4 $3.1 billion credit agreement with certain financial
institutions. We immediately borrowed $2.1 billion under the agreement that was, in turn, paid to Sprint Nexiel
in partial consideration for, and as a condition to. Sprint Nextel’s transfer to us of our business. In addition, we .
issued to Sprint Nextel §4.5 billion of our senior notes. Immediately following the spin-off, we had total . _
indebtedness of approximatety $7.3 billion. This consisted of the debt under the credit agreement and the senior

_notes. in addition to $700 million mortgage bonds and unsecured debentures issued in the past by our °
subsidiaries. As of Decamber.31, 2006, total indebtedness was approximately $6.5 billion, with the reductlon
- attributable to net repayments of $790 miltion under the credit agreement. ’

Our credit agreement provides a revolving credit facility, including letters oficredit, to help satisfy other
financing needs. The credit agreement includes customary covenants that, among other things, require us to
maintain certain financial ratios and restrict our ability to incur additional indebtedness. As of December 31,
2006, Embarq had $1.3 billion of direct borrowings consisting of $200 million under the revolving credit facility
and $1.1 billion under the term facility,-as well as letters. of credit outstanding of $19.4 million. -+ - .
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Business Environment Cn L -
. oo, , : : . S B
We operate in an industry that has been and continues to be subject to intense compelition. and regulatory
and legislative change. Given these factors as well as the rend toward consolidation in the industry, we routinely
assess the implications of these industry factors on our operations. These assessments, u]ghg with, regulatory and
legislative developments, may impact the future valuation of our long-lived assets and could have a material
effect on our business, results of operations, financial condition and liquidity. . ' T i

" . , P NI I I . LA BN . L .

v

T . . . . .

: Historically, we have mitigated the effects of increased costs by recovering certain costs applicable to our -
regulated telephone operations through the ratemaking process over-time. Possible future regulatory changes may
alter our.ability to recover.increased costs in our regulated operations. ! | e L

' o B . ) . . . , s vyl .
Critical Accounting Policies. and Estimates : . N " ,

" The fundamental objectwe of financial reporting is to prov1de useful mfom-lauon that allows a readcr 1o
understand our busmess activities. To aid i m that understandmg, managemem has 1dent1fied our “critical
accounting p011c1es These pol|c1es are considered “critical” because they have the potennal to have a material
impact on our consolidated financial statements, and because they require judgments and estimation due to the
uncertainty involved in measuring, at a specific point in time, events that are continuous«in nature,

Depreciable Lives of Asset.s‘.: . |
- o

. ; : Coy o .

Estimates and assumptions are used both in setting depréc;able lives and testing for reéovefabilily of our long
lived assets. Assumptions are based on internal studies of use, industry data on lives, recognition of technological
advancements and understanding of business strategy. We perform annual internal studies u:; confirm the
appropriateness-of depreciable lives for each category of PP&E. These studies utilize modells, which take into
account actual usage, physical wear and tear, replacement history, and assumptions about technology evolution, and
in certain insiances actuarially-determined probabilities to calculate remaining lives of our asset base.

If our studies had resulted in a depreciab]e rate that was 5% higher or lower than lholse used in the
preparation of our consolidated financial statements, recorded depreciation expense woulld have been impacted
by approximately $55 million and $58 million for the years ended December 31, 2006 and 2005, respectively.

PP&E and Definite Life Imangibles: ' .
|
1
PP&E .and definite hfe intangibles are evaluated for i 1mp.:urmenl whenever mdlcators of i 1mpa1rmem arise.
Accounung standards require that if an impairment indicator is present, we musi assess whelher the carrying
amount of the asset is unrecoverable by estimating the sum of the future cash flows expecled to result from the
asset, undiscounted and without interest charges. If the carrying amount is more than the recoverable amount, an’
impairment charge must be recognized, based on the fair value of the asset. ‘
1 . | L. . I
- In estimating future cash flows, we use our internal business forecasts.-We develop our forecasts based on *
recent data for existing products and services, planned tlmmo of new products and serwces and other industry

and economic factors. ' . - . D |'

B . . . . .’ . i . [ e

Dunng the fourth quarter of 2005, Sprm[ Nextel terminated development and deployment of a network
monitoring software application resultmg in approximately $80- mllllon in allocated asset impairment charges to.
our business.

Employee Beneft Plan Assmnpnom _ . ' ’ - S T " a

.
4

Reuremem benefits are significant costs of doing business yet represem obligations!that,will be settled far in-
the future. Retirement benefit accounting is intended to reflect the recognition of the tuu}re benefit costs over the
employee’s expected tenure with us based on the terms of the benefit plans and the related investment and
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funding decisions: The accounting standards require that management make assumptions regarding such ' ...
variables as the return on assets, the discount rate and future health ¢are costs.. These assumptions are subject to
changing market conditions. Changes-in these key assumptions can have a significant impact on the pro_lected
benefit obhgatton and periodic benefit cost incurred. .. ... . 1. o Y .
" 'l'."lf . T ‘ . ‘l“ >1| Lt
In selectmg our dlscount rate, our thtrd party actuaries construct a hypothettcal porlfol:o of bonds rated AA—
or better that'produces a cash flow matching the projected benefit payménts of the plan! For the December 31,
2006 measurement date, this exercise produced a rate of 6.1%, a 30 basis point decrease from the rate used at gur
May 17, 2006 measurement date. An increase in the discount raté feduces the reported-projected benefit - -+
obligation. In contrast, if the discount rate used in'determining the projected benéfit obligation was 10 basis. -
points lower, it would generate a $40 fillion increase in the projected benefit obligation reported on the balance
sheet, and a $2.6 million increase in'the benef 1 cosls ‘for the perlod May 17 2006 through December 31, 2006

Y T L S L N e,

. Lt ' Y] ' . N " f N

The expected long-term return on plan aqsels was delenmned by considering forward-looking:estimates of .
the expected long-term returns for a portfolio invested according to the pensmn trust’s target investment pollcy
If the assumption regarding the expected long-term return on plan dssets were 23 basis poinis lower; our pension
expense for the penod May,17, 2006 through December 31..2006 would have been $4.7 million higher.

In determlmng postreurement medrcal and hfe insurahce benefit obltganons a%qumpuons areé tnade T
concerning the cost of health care, mcludmg medical inflation and discount’ Trates. "A 100 basis pomt mcrease in
the assimed’ medtcal inflation rate would generate a$30 mt]]ron 1ncrease 'in'the accumulated pov.tretlrement '
benefit obhgatlon reported on the balance sheet, and a'$1 ‘million’i mcrea%e in beneﬁt cosis, Ani mcreaqe i the | '
drscount rate would reduce the reported accumulated postrenrement benefit’ oblrgatton In contra-;t if the drqcount
rate used in determmmg the accumulated poslrettrement benefit obhgatlon were 10 basis pomts ]ower it would
generate a$5.2 mtlhon increase ln the obhgdtton as of December 31, 2006 and would have an 1mmatenal tmpacl

. .
Iy

on benefit costs.

. e I
AN . I . v FIRE [ PPN

Revenue Recognition Policies: . -

Lot (AR Y]

Total net operating revenue primarily corisists of revenue genemled from vonce data; hlgh Qpeed lnternet
wireless service and product sales, We recognize operating revenues as servrces are rendered of as products are’
sold in accordance with Staff Accounting Bulletin (SAB) No. 104, Révenue Recognmon Certain'service '
activation and installation fees are deferréd and amortizéd over thé averdge life of the customer. In addition;
revénue with multiple deliverables js recorded in“complidnce with' Emerging [ssues Task Force (EITF) Issue No.
00-21, Revenue Arrangemems with Multiple Det’rvemb[es We record revenue in accordance w1lh EITF Issue® -
No. 99-19, Reparrmg Revenué Gross as a'Principal vérsus net as an Agenr ‘o e

Net operatlng revenues include certam Tevenue reserves ior future access dispuies w1th CLEC‘; and inter-" ]
exchange carriers, bt]lmg errors and customer dlsputes and retums on product sales Se]lmg, general and
administrative expen-.e includes chargeq for esumaled bad debt expense. Thése reserves requne managemem 8
judgment and are baqed on many factors mcludmg hrqtoncal trendmg and industry nomts and current economic
environment. If the re venué reserve balances for the years ended December 31, 2006 and 2005 were to be inéreased
by 1%, our nét operaung revenues would be reduced approxtmately 31 mlﬂlon for each penod If the accounts
recewable reserve estimates as a percenldge of accounts receivable for the years ended Décentber 3 i 2006 and
2005 were mcreased by 1%, bad debt expense would mcreaqe approxrmately 57 ml"an for each penod

Management believes the reserve estimateselected, in each instance, repreqemq lts besl esumate of future
outcomes, but the actial diitcomes ‘could differ from the estimaté selected :

4 M * . ’
. . . .

Income Taxes: . "

a - - . - -

Current incomg tax expense représents the amount of income taxes paid or currently payable to various
taxing jurisdictions in' which we operate. Inherent in the current provision for income taxes are estimates and

judgments regarding the interpretations of tax regulations, the 1ax class life assigned to assets, and the timing of °
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deferred tax asset and liability realization. The amount of income taxes we ultimately pay is subject to ongoing
audits by federal and state taxing authorities. Qur estimate for the potential outcome for any uncertain tax issues
is highly judgmental. We believe we have adequately provided for any foreseeable outco%ne related io these'
matters. However, our future results may include adjustments to our estimated tax liabilities in the period the

assessments are made or reqolved As a result our eff:,ctwe tax rate may fluctuate on a quarterly basis.
|

The consolidated financial statements reﬂcct certain amounts relaled to deferred tax assets and liabilities,
which result from temporary differences between the assets and liabilities measured for financial statement
purposes versus the assets and liabilities measured for tax return purposes. Management rpusl assess the expected
realizable future tax benefits of deferred tax assets and record any required valuation allowanceq We maintained
a valuation allowance of $7 million and $2 million as of December 31, 2006 and 2003. Tl?e valuation allowance |
relates to state net operating loss carryovers. Actual income taxes could vary from esumales due to changes in
income tax laws, significant changes in the jurlSdlC[anS in which we operatc or our abllny to generale sufficient

future taxable income,
1

¥

1

Recéutly Adopted Accounting Pronouncements

Effective January 1, 2006, Sprint Nextel adopted Statement of Financial Accounting lSlandards or SFAIS
No. 123R, Share-Based Payment, ullllzmg the modified prospective method. The revised standard requires the
recognition of compensation. cost of unvested common stock options granted to employec% before January 1,
2003 which were oulsmndmg as of January 1, 2006. The allocated impact of the adoption of this standard was
1mmaler|dl 10 us because Sprint Nextel had prewously accounted for stock option graats in accordance with '
SFAS No. 123, Accounting for Stock Compensation, as amended by SFAS No. 148, Accoﬁnnng for Stock
Compen.saurm——Tranwmm and Disclosure, as of January 1, 2003 using the prospective method. Following the .
spin-off, we implemented the provisions of SFAS No. 123R related to the options, restncted stock and restricted
stock units held by our employees. See Note 6, Stock-Based Compensation, in the Notes to Consolidated
Financial Statements for additional information.

- i

SFAS No. 158—Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans, an
amendment of SFAS No. 87, 88, 106 und 132R—This statement requires an employer (o relcogmze inits . !
consolidated balance sheet the over-funded or under-funded status of a defined benefit pension or other
postretirement plan measured as the difference between the fair value of plan assets and the projected benefit!
obligation for defined benefit pension plans or the accumulated postretirement benefit obhlgauon for other
postretirement plans. The measurement of the related obl:gauons is required to be the datelof our Consohdated
Balance Sheet. This Statement is effective for fiscal years ending after December 15, 2006£ See Note 5, i
Employee Benefit Plans, in the Notes to Consolidated Financial Statements for additional information. - |

EITF Issue No, 06-03, How Sales Taxes Collected From Customers And Reminted 1o Gr)vemmenml
Authorities Should Be Presented in the Income Statement ( That Is, Gross Versus Net Presenranon)—The Task
Force reached a conclusion that any tax assessed by a governmental authority that is dlrectly imposed on a
revenue-producing transactioh between a seller and a customer is subject to expanded dlsclosure rules. Thcse|
taxes may include, but are not limited to, ‘sales, use, va]ue added, and some excise taxes. Tllle Task Force also |
concluded thai the presentation of taxes within the scope discussed above on either a gross (included in revenues
and costs) or a net (excluded from revenues) basis is an accounting policy decision that should be disclosed !
pursuait to Accounting Principles Board Opinibn No. 22, Disclosure of Accounting Poh’cv' In addition, for any
such taxes that are reported on a gross basis, a' company should disclose the amounts of lhoqe taxes in interim and
annual financial statements for each period for which an income statement is presented if those amounts are
significant. We record federal and state USF surcharges on a gross basis. The total amount of federal and state
USF surcharges recorded in net operating revenue was as follows:

For the Years Ended December 31,

t
2006 . 2005 2004

i r (mil?ions) ;
|

Federal and state USF surcharges ‘ ' 5 98 3 87 $
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Significant New Accounting Pronouncements

Financial Interpretation (FIN) 48, Accounting for Uncertainty in Income Taxes—an interpretation of FASB
Statement No. 109. This Interpretation clarifies the accounting for.uncertainty in income taxes recognized in an. -
enterprise’s financial statements in accordance with SFAS No. 109, Accounting for Income Taxes. This
Interpretation prescribes a recognition threshold and measurement attribute for the financial statement
recognition and measurement of a tax position taken or expected to be taken in a-tax return: This Interpretation
also provides guidance on derecognition, classification, interest and penalties, accounting in interim periods,
disclosure, and transition. This Interpretation is efféctivé for fiscal years beginning after December 15, 2006. We
will adopt this standard effective January 1, 2007 and expect the effect of this adopmon to be ms:gmﬁcant 1o our

financial position-and results of operations.

SFAS No. 157, Fair Value Measurements.” This standard provides enhanced guidance for using fair valué to
measure assets and liabilities on the balance sheet by clarifying the definition of fair value and establishing a fair
value hierarchy that prioritizes the information used to develop those assumptions. This standard does not expand
the use of fair value in any new circumstances and is effective for fiscal years beginning after November 15,
2007 with early adoption permitted. We do not éxpect the adoption of this standard to have a material effect on

our financia! condition or results of operations.

' - s

RESULTS OF OPERATIONS ’
For the Years Ended December 3,
. . 2006 3005 2004
. : . (millions) .

‘

Net Operating Revenues
Telecommunications segment .- ' $ 5833 $ 5,691 $ 5,739
Logistics segment S ' B : ) _ 530 563 o400

$ 6,363 $ 6,254 $ 6,139

Total net operating revenues

Operating Income (Loss) ‘ S )
Telecommunications segment ' _ $ 1,560 $ 1,593 § 1,621
(16) (C3))] (31

Logistics segment
$ 1544  $'1,552 7 $ 1,590

Total operating income
$ 784 5 8% $ 9]7

Income Before Cumulative Effect of Change in Accounting Principle

Segmental Results of Operations

For previous years, we reported two operating segments, Local and Product Distribution. During 2006, we
adopted as our operating segments Telecommunications in lieu of Local, and Logistics in lieu of Product
Distribution. The presentation of the Logistics segment was changed to align it with management’s view of the
business. The primary difference between the Logistics segment and the former Product Distribution segment is
that only revenues derived from sales to third parties, along with the related direct and allocated costs of those
revenues, are presented in the Logistics segment. Consequently, segmental results of operations have been recast

to reflect this change for 2005 and 2004,
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Segmental Results of Operations - Telecommunications B O SRR

Our Telecommunications segment consists primarily of.regulated local phone companies serving -
approximately 6.9 million access lines in 18 states-as of December 31, 2006. We provide, both directly and
through wholesale and sales.agency relationships, local voice and data, high-speed Internet, nationwide long , ..
distance, wireless, satellite video and other.services to customers within our local service [|€r]’110l'l€S We also' ’
provide access to our local network and other wholesale.communications services. to-other, carners : l )

I F . MY P "L L ! N . |

) _ now For the Year Lnded December 3, Difference_i.

C e %or} : e
(millions}) ’ 2006 Revenues 2005 Revenues $ Percent ,
Net operating revenues _ :

~Voice ©, «, . e e 8 4340, . T75%- . $,04,265 . T75%. & 8l 2%

Data. ., e e G706 c12% 657 12% . .49 -7%

High-speed Internet - . ..« ..i. 393 6% . . 310, S%. 83 - 27%

Wireless | L S O L 2 TP - R NM,

Other L. -1 o CLo 270, 0 5%, 0334 - 6% - (64). (19)%
 Service revenues 5722 1 98% -t *5566 ' 98%- 156 - 3%

Product revenues 2% 125 2% (14 (D%

Total net operating revenues 5,833 100% 5,691« 100% - 142 -2]%'
Operatmg expenses, , : ' _ !

Costs of serv:ces o 1,593 27% 1.415 25% - 178 13%

Costs of producls . . . Hé 2% 117 2% () (H%

Selling, general and administrative 1,548 27% 1,519 27% 29 2%

Depreciation ) 1,016 17% 9467 7% 49" 5%
" Asset impairment- T - NM 80 - 1% " 480 (100)%

- Total opere;ting expenses o 4,273 73% 4,098 72% ‘ T TS 4%

’ A . ‘ s g S T l N
Operating income S ‘ $ 1.560 2% $ 1,593 28% | $ (33 (2%
I . T
Capital expenditures C o § 921 $ 823 . 18 98. 12%
. ‘) - T ]
Swntched access lines (mllllons) - 6.9 7.4 (0.5) ("%
Switched access minutes of usé (miliions) 30,893 . 34,331 [ . (3_,438) (l())'%
High-speed Intemet subscribers (thousands) = 1,007°°  ~ °° 603 1 3 %
Wireless subscribers (lhousaﬁds) 48 - e 48 lO(Wi
e Ty . “ ‘
1 t L W f o ' " 3 Y
! i v v " : " f ;
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.o , ) v _ For the Year Ended December 31, .+, Dilference
0 . g . %of . . Y R
(millions)_ ' 2005 . Re\fem_les__ . 2004 - !}:evupues $ . _Percent
Net operating revenues
Voice $ 4,265 75% $ 4,415 77% $ 150y ()%
Data 657 12% 609 10% 48 8%
High-speéd Internet ~ 310" - 5% S 219 4% 91 42%
‘Wireless - - " ' : - G e c g a1 NM
Other ' ° oo s © 334, - 6%- - 3500 6% (16) '(5)%
Service revenues b 5566  98% ‘5,593 " 97% en %
Product revenues 125 - 2% T 146 3% QL (14)%
Total net operating revenues 5,691  100% 5739 100% . (48) (h%
Operating expenses )
Costs of services ' . 1,415 25% 1,401 25%: 14 1%
Costs of products L ST 2% 129 2% (12) (9%
Selling, general and administrative - 1,519 27% . - 1,628y 128% (109 (%
Depreciation o _ 967 . 17% 960 17% 7 1%
Asset impairment ;. . 80 1% -~ NM 80 NM .
Total opérating 2xpenses 4,098 72% 4,118 72%. (20) -%.
Operating income ., $1503 8% _$ 0,62 28% $ (28 (%
Capital expenditures $ 823 $ 973 $ (150 (15)%-
Switched access lines (millions) 7.4 ) 7.7 ) 03) D%
Switched access minutes of use (millions) 34,331 37,027 ©(2,690) (M%
High-speed Internet subscribers Lo
(thousands) 693 492 200 41%

Wireless subscribers (thousands) o . . ) -

' 1 T
Net Operating Revenues:

Net operating revenues increased $142 million, or 2%, in 2006 and decreased $48 mnlllon or l% in 2005.

Variances in individual categories of revenue are discussed below.

Voice

g

Voice revenues include monthly recurring fees for.local service, enhianced calling features and nationwide
tong distance. Additionally, voice revenues include access and other wholesale services to other carriers to
enable connectivity to our network as well as universal service fund receipts and customer surcharges.: Voice
revenues increased $81 million in 2006 and decreased $150 million in 2005. The following table lists the major

drivers of these changes: 1

Voice Revenues
Inereasé/(decrease) millions

Transfer of long distance customers from Sprint Nextel
Decline in voice revenues primarily due to access line losses

Decline in switched access revenues primarily due to lower access minutes of use .

Discontinuance of USF surcharges on high-speed Internet services
Billing dl%puteq seltlement '

Cost recoveries assncnated wnh telephone’ number pOl’tJblllly and poolmg p
Othet’

Total i increase

oy

<t B ‘ : . t '

.
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2006 2005

vs. 2005 vs, 2004
5 286 % -
(179 {89)
(40) (25)

. 42 -

- 34 o b o

(6) i. ¢ g
U881 % (150)




)

| .
On an ongoing basis, we expect that voice revenues will continue to decline as access line losses continue and .

long distance customers transition to lower yield flat rate calling plans. We believe that the percentage of access line
tosses will accelerate slightly in 2007 as competing VolIP carriers continue to add coverage in our territories. !

2

Data . . ) te

]

‘ F O - - .
Data revenues represent data network services sold 1o business customers and special access services : : sold to
other carriers. Data revenues increased $49 mitlion in 2006 and $48 million in 2005. Special access continues to
drive the majority of this growth genemung increases of $21 million in 2006 and $42 mllhon in 2005. The ; -
remaining 2006 increase in data revenue was s driven mainly by the transfer, from Sprint Nexte] at spin-off, of
certain dedtc.itcd TP customers based in our local service territories.
B ’ |

I-hgh‘.\'peed hiternet o . . -

We ended 2006 with over | million high-speed Internet subscribers. The $83 million‘increase in highfsaﬁeed
Internet revenues in 2006 and the $9! million increase in 2005 as compared to prior year was attributable to a
47% increase in subscribers in 2006 and a 41 % increase in 2005. Simplified and more allrzllclive pricing plans |
have resulted in higher subscriber additions in 2006, but yielded stightly reduced revenue per subscriber. As of
December 31, 2006, approximately 36% of our high-speed Internet subscribers were in our three and five
megabit speed tiers us compared to approximately 21% a year ago. This improvement in our overall speed mix
has partially offset some of the yle]d decline resulting from offenng more attractive pricing. On an ongomg basn
we expect that high-speed Internet revenue will continue o increase, but at a slightly lower rate.

. - . . . . .
Wireless . . ; . ‘ :

' During the second quarter 2006, we began offering wireless communication services; which resulted-in |
2006 revenues of $7 million generated from approximately 48 thousand subscribers at the end of 2006, .
. , S ' .

Other Service oy .

Other service revenues mainly includes professional services, caller D database services, billing and
collection services and sales of products and services through various sales agency relationships, including our
video service vifering through Echostar. Other service revenues decreased $64 million in 2006 and $16 million in

2005. The following table lists the major drivers of these changes: I
v L e 2006 . 2008

Other Service Revenues : ) C l - ve. 2005 vs 2004 «
Increase/(decrease} millions ' ‘
Transfer of customers 10 Sprint Nextel $ S .-
Elimination of billing, collection and sales dgf:m.y revenues due to customer transfers - C v ’

from Sprint Nextei ' (40) -
Professional services and database revenues . ' S (1) (7
Wireless sales dgency reventies J . . (13) L
Business long distance sales agency revenues B ] - (16)
Other .. {4) 7
Total decrease’ $ (64) $ (i6)

Product Revenues .
1 . ) . " . H .

Product revenues are derived mainly from sales of CPE which is communications equilpmem that resides at
a business customer’s location for the management 'of voice and data networks ‘and dpplu_dlions Sales of high- ",
speed Internet equipmient and wireless handsets 10 our customers also are reflected in produtt revenues. Product
revenues decreased $14 million in 2006 and $21 million in 2005. The decrease in 2006 was lin part due to the f.r
transfer of certain Jarge CPE customers to Sprint Nextel as part of the spin-off. In 2005, the decline was mostly
attributable to a de-emphasis in low margin business product sales. T
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Revenue Resen'ec W,

Net operatmg revenues lnclude revenue reserves “for future access dxsputes with CLECs and inter- exchange
carriers, billing errors and customer dmputex and returns on product sales, These reserves requnre management’s
judgment and are based on many factors, which are more fully discussed in “Critical Accounung Policies —
Revenue Recognition.” Revenue charges associated with establishing these reserves were dpprommalely 1% of
net operating revenues for the year ending December 31, 2006 and 2005.

. - -
D n [ I N LT

Costs of Services, A - B oL
PR ' P ! -

- Costs-of services include costs to operate and maintain the'local network'including employee-retated costs
directly supporting the network, costs directly associated with various servicé offerings, reciprocal compensation,
universal service fund requirements and other operating taxes. Cost of dervicés increased $178 million in 2006 -
and $14 million in 2005. The following table lists the major drivers of these changes:

! UL T e .
2006 2005
Costs nl' Services vs. 2005 vs. 2004
[ncreacef(decreace) mlllmn‘ o -t . o ' ) ’ . ’ ‘ . -
Transfer of long dmmm € customers from Spnnt Nexle] at : . .8 168 8 R
Recnprocal Lompens.m(m qettlemenls T o . ' " (ny .
. S S by S el T
Restructurmg charge§ ' . ] 20 L !
Discontinuance of USF requirements on high- speed Internet services =~ * ' (' -
Hurricane related costs {1 (23)
Other network related costs i b1 '3
Other 6 -
N ,' e o [ o A I AP a0 T 3 -
Total increase .., S _ . $§ 178 . $ 14

0 ‘ : e I . Y e '
Costs of Products; .
P 3%

Costs of products decreased $1 mllllon in 2006 and $12 mll]lon in 2005 Theqe cost declmes dre dlreclly
associated with the product revenues declines discussed above. ngher product costs "associated with wireless
handsets and other telecommunications equipment somewhat offset these cost reductions in 2006. .

Sellmg, General and Admmlstratlve

LT ' n Vo : B

\ . .
Y et -
‘!

TR (RS T

+ Selling; gencrdl and admlmatrduve costs,-or SGA, mcludcs costs awocmted witliselling and markeung,
customer.service, information technology, bad debt expénse, general corporate costs and all other employee-

related costs. SGA costs increased $29 million in 2006 and decreased $109 million in 2005: The following table
lists the major drivers of these changes:

’ .- 2006 2005
Sclllng, General and Admlmﬁlratne - , - vs. 2005 vs. 2004
lncreasel(decrease) mlllIOI'lS . . i 7 . - S L
Transfer of long distance customers from Sprint Nextel ' $ 50 § 7 -
Elimination of allocated charges .1s<oc1aled with the s.pm -off (108~ -7 ¢
Other allocated cost reductions U - ' 46y - (60)
Non-recurring spin-off related costs - . L ¥ A
Incremental costs to establish corporate functlonq o T LI 14 -
Wireless costs - S . - i oL 220 -
Stock compensation and other benefits cosm (11} 27
Restructuring charges ! : . 7. - (40)
Gains on exchange sales T o ' () -
Other - y i : B coal o (B
Total increase (decrease) $ 29§ (109)
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SGA costs include charges for estimated bad debt expense. The reserve for bad debtjrequires managetnent’s
judgment and is based on many factors, which are more fully discussed “*Critical Accountmg Policies—Revenue
Recognition.” Bad debt expenses were approximiately 1% of net operatmg revenues for the year endmg
December 31, 2006 and 2005. ‘ .

1 ) L ) 4y R R N
Depreciation - ' co - LN : T R T A A

Depreciation expense increased $49 million in 2006 and $7 million in 2005. The 2006 increase was , ., s
substantially due to a $53 million increase in incremental depreciation associated with certam shared assets
transferred to us by Sprint Nextel in connection with the spin-off. A 2006 reduction in depremanon rates applled
to digital switching equipment and transport service equipment computed as part of the annual depremauon# .
analysis was substantially offset by.plant growth. . O , P gt T

oo R : Co R IS PR B

Asset Impairment

ln 2008, we recorded $80 million in asset impairment charges. This was primarily due to the termmated )
development and deployment of a network management software application, Wthh restlted in dpprommately r
$77 million in allocated impairment charges. Sprint Nextel, in conjunction wnth our man'agement termmated [hlS
project after evaluatmg business strategies and determining that the project would not prfowde the cost structure,
flexibility or operational functionality we would need once the spm -off was complete BRI e ‘; ;

Capital Expenditures . ;1 . :‘~ ‘ ..:‘-

Capital expenditures increased $98 million in 2006 and decreased $150 million in .!2005 In 2006, capltal
spending increases were driven by capital costs incurred to separate from Sprint Nextel, | most of which were
information technology related. In 2005, reduced capital spending was achieved from increased capital efficiency
through tighter capacity management, vendor cost reductions and successful executions, of equipment fe-use ‘e
opportunities. Capacity spendmg reductions represemed 76% of the decrease, w1th regulalory mandate% dnd
operauonal requirements representmg the remamder

. . I
N L, Lo "-;l

Ty o . . o R Y

Segmental Results of Operations — Logistics ‘
i

Y N T Tl o
Through our Logistics segment, we procure, configure and distribute equipment, matermls and qupphes 10
the communications industry. The products that we offer include outside plant, business communication systems,

telephones and accessories and network access equipment from leading manufacturers.| Operating revenues.of o

this segment are comprised of sales to third parties. . [ T S A
For the Year Ended Decemhel" 3, . ‘Difl'geellce ’
L o % of % of T
(millions) o : 2006  Revenues 2005 Revenles *  § ' .’ Percént’
Net operating revenues $ 530 100% $ 563 100% ©§ (33 i (6)%
r N ] M . . o MU
Operating expenses o a _ N
Costs of products 483 91 % 517 92 j% o (34 ((M%
Selling, general and administrative 52 10 % 75 .. ,13 I% o (23) u(31)%.
- Depreciation and amortization 1. 2 %, - 120040 2% (i), ff (8)%.-
Total operating expenses 546 103 % 604 107!% (58) * '(10)%
Operating loss $ (16) 3% 3 7(41) (7)% -5 .25 }(61)%
° . - LTS [ IR
Capital expenditures $ 2 $ 5 %5 ) (60)%.
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For the Year Ended December 31, . Difference

. . IR L . [ B T ' O/Gr ; R ) .%Of; R . ot
(millions) 2003, Rewnues 2004 Revenues =~ §  Percent
Net operating revenues L. 1$.563  100% $" 400 | 100% " $,.163, . 41%
Operating expenses . e e ‘ 7 L e

Costsof products” ~~ "~ <" U0 5177 2% v U353 U 88% 164" 7 ' 46%
Sellmg, general and ddmlmstratlve ) 75 13% i . 66 ’w 7% 9 - C14% -
Deprecmtlon and HIHOI’EIZEI'IIOH ettt Tag - T 2T 3 o T gy
" Total operalmg ex;;enees T 04T 107% 431 . 108% 173 40%
Operating loss % @) MH% $ (3D % %. 00 | 32%
Capital expenditures- ; =~ . $..5 00 . % 0 2., 5 3 e 150%
ot ,J.r a i . I MREANE .;"‘ BRI P‘.‘.H. AT TR TR . x= ' e, ¢ ! :
RAAN Wit Lo ohe . v e ‘ VLR

Net Operating Revenues

* Revenues from the Logistics segment decreased $33 million in 2006 and increased $163 million in 2005 . In
2006, revenues.declined by approximately $116-miliion due to the exit of-enterprise and wireless markets.at.the
end of 2005.-The full'year’s'impact of a-wholésale supply contract with alarge communications carrier entered *
into in mid-2005 somewhat offset the exit ofithe enterprise and:wireless markets. Revenues in 2006 from this -
contract: generated a $74 million increase over 2005 and.an incicase of $104 million in revenue in 2005 as
comparedto2004» T K St TR ST S S NPT

"o o R v Voo N

Cost of Products : T

Cost of products mcludes costs of equnpment sold and other operatmg related taxes These costs decreased
$34 million i in, 2006 and mcreased $1 64 million in 2005 These cost changes are directly asqocmled wnh the
revenue factorq noted above w \

vt . s .
"l;[sl"} [P A o . LT ‘ ' ros

Selling, General and Adminislratlve

SGA expense decreased $23 million in 2006 and m(.reased $9 million in 2005. In 2006, lhe decline was
mdmly due to a Teduction in ‘workforce and mher cost reductions associated w1th the exit of the emerprlse and
wireless markets Ceitain start-up cOsts* assoelated ‘with g’ wholesale supply commct with a large cominurnications
carrier entered into in mid-2005 also coritribued’to the 2005 increase as-well as the declifie in costs in’2006."-
Nohdpefdting Items

b

For the YearsiEnded December 31,

¢ ‘2006 2005 o 2004

] : . ' . e s !, (mallmns) . ‘L o .,
Interest expense ’ $..324 ., 8, 83 $ 102
Other (income) expense, net ey (3) 2
Income tax_expense : - 450 578 7 569
Cumulative effect of change in accounting principles, net TR A R U 16: -+ .7 one L
- ICLPE TR [ TR RN |

‘i e z'g{ l

Interest Expense . ..
B o PR : e,

+ In conjunction with our spin-off from Sprint Nextel, we incurred $6.6 billion of new debt in the forni of
senior notes and borrowings under our credit agreement. As of the issuance date, the welghted average mterest ‘
rate on this long-term debt was approximately 6.8%. '
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intérest expense increased $24 1 million in 2006 and decreased $19 million in 2005 as compared to 2004.
The 2006 increase is pnmanly due to the issuance of the long-term debt discussed above [pamally offset by the
ehmmanon of interest expense on notes previously payable to Sprint Nextel. The 2005 decrease was due to the
maturity of $113'million in mortgage and medium term notes diiring’the year. IR

Qur effective interest rate on Jong-term debt was 7.3% for 2006 compared to 8.0% for 2005, The lowe: r'
eﬂectwc. interest rate in 2006 is primarily due to the issuance of spin-oft related debt whlch bore lower efft clive
interest rates. Interest costs on pre spin-off short-term borrowings from Sprint Nextel have been excluded <o as
not to distort the effective interest rate on long-term debt. See ¢ quuldlty and Capllal Resources below for more
information on our financing activities. g

Other (Income) Expense, Net . ) L e

In 2006, other (income) expense, net includes $4 million of interest income earned flrom investments of cash
and equivalents, a $5 million gain on the liquidation of our holdings in the Rural Telephone Bank and a $3
million gain on the re-designation of a derivative instrument.

Income Taxes

, . ; . . T ' “f
See Note 7, Income Taxes, in the Notes to Consolldated Financial Statements for mformatlon about the |
dlffcrences that caused the effective income-tax rates to vary from the federal statutory rate for incoine taxes. Our
effective tax rates for 2006 were substantially lower than the same 2005 and 2004 perlods This primarily :
resulted from adjustments required to properly reflect our deferred income tax liabilities zimd reductions in our

state income taxes stemming from enacted legislation and other changes in state income tax rates. . . - o .

1

Cumulative Effect of Change in Accounting Principles, Net St
Embarq adopted FIN 47, Accounting for Conditional Asset Retirement Obhgarwns Im the fourth quarter of
2005. FIN 47 requires the recognition of a llablhty for legal obllgatlons to perform an asslel retirement aclnmy in
which the timing and/or method of the settlement are conditioned on a future event. The adoptlon résulted in the
recognition of an asset retirement obligation, or ARO, liability of $28 million, an ARO asset of $4 million and a

cumulative effect of change in accounting principles, net of tax, of $16 million.
1

I

|
Financial Condmon !

” f 4

Our ﬁnanmal posmon was s:gmﬁcantly 1mpacted by the issuance; of long~terrn debt and various asset and
liability contnbutlons to and from Sprint Nextel in connection with thc spin-off. The, following table summanzes

the cash and non- cash 1mpacl~; to our ﬁnancml posmon as a re:,ull of the spin- off - I . L ‘ o,

Increase

(Decrease) -

(millions)
Cash transfer-from Sprint Nextel $ 200
Settlement of advance receivable from Sprint Nextel _(308)
Property, plant and equipment 313
Prepaid pension'asset and pension intangible 511
Other current and long term assets cree s V20
_'I;otal Assets ' . 736
Long-term debt, net of note receivable transfer R I oo . 6,125
Benefit plan obligations vo32
Deferred income taxes - .33
Other current and long term liabilities - (15)
Total Liabilities . - ~ cae - on 6195
Total Stockholders’ Equity . : ' R . . . l o s (}5.45'9)
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As of December 31, 2006, we adopted SFAS No. 158, Employers' Accounting for Defined Benefit Pension.
and Other Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106 and 132R. See “Recently
Adopted Accounting Standards”. for-more information on this standard. The adoption of this'standard had a
significant impact to our Conselidated ‘Balancé’ Sheets. The impact of adopting this standard was to eliminate our.
$771 million prepaid pension asset, recognize a $26 million pension liability and a decrease ‘of .our postretirement
benefit obligation to $557 million. These adjustments resulted in a credit of $248 million to our deferred tax
liability and a $392 million charge to accumulated other comprehensive income (loss). e

LIQUIDITY AND CAPITAL RESQURCES 1 - B O A
. We manage our liquidity and capital resource needs primarily 'through managmg the use of capital and the
timing and amount of capital-expenditures. - .-~ S L AR
Lk J “ o T L I i S L I v plbe e
OperaringActiviﬁes-; T ) T
<, 4 I P A

Net cash provnded by operating activities of $2.1 bl“l()n increased $155 million in 2006 from 2005 Cash
received from customers increased by approximately $150 million, which was mainly drivén by long distance
customer transfers from Sprint Nextel at spin-off, increased high-speed Internet sales, somewhat offset by voice: -
revenue and Logistics product revenue declines. Cash paid to employees and suppliers increased by
approximately $80 mitlion and pension trust.contributions declined approximately-$80 million. Interest payments
increased by approximately $200 million due to the issuance of new debt in connection with the spin-off. Cash +.
paid for taxes decreased approximately $200 million due to a $74 million:non-cash settlement of tax payables at
spin-off, with the remiiining decline due to increased-interest expense deductions..” . - . '

Net cash provided by operating activities decreased $166 million in 2005 from 2004. Cash received from
customers increased by approximately.$120 million, which.was due mainly to revenue growth in our Logistics
segment. Cash paid to suppliers.and employees increased approxnmately $I 50 mllllon iCash paid-for income *-. :
taxes also mcreased approx1malc]y $£141 million. - T 0 N I Con

ah ‘L e T Iy g T S I R PR 1 0 B s B WP
lnvesting Activities - . ST ol S PR I L R
C PR S ' ' : : . | Y PR

Net cash used by investing activities totaled $880 million in 2006 compared to $811 m]lllon in 2005 and

$962 million in 2004. Capital expenditures account for the majority of our investing activities. Our investing

activities ‘are targeted primarily towards increased network capacity and include investments for growth in -
demand for high-speed Internet services and regulatory mandates. In 2006, capital expenditures also’include
capital costs mcurred 1o separate from Sprint. Nextel most of Wthh was information technology-retated:: * -

' . . .
IO P IR Y

Flnancmg,Acnvmes L Coa SRR AE TP R (T

[ : 4 Lo . PR T

[ . :‘,“' M I N
Net cash used by financing activities totaled $1.2 billion in 2006, $1.1 billion in 2005 and $1.0 billion in
2004. Before the spin-off, our primary financing activities were. dividends paid to Sprint Neéxtel, as well as debt
service on our debt obligations during that.time. In connection with the spin-off, we borrowed $2.1 billion under -
our credit agreement consisting of $1.6 billion under the term facility and $500 million under the revolving credit
facility. The cash proczeds from thése borrowings were paid to Sprint Nextel. Additionally, our $308 -million: .
advance receivable, which we historically classified as cash, was settled and Sprint Nextel transferred $200 .
million of cash to us. In-total, our net payment to Sprint Nextel at spin-off was $2.2 billion. After the spin-off
through December 31, 2006, we reduced the outstanding balance under our credit agreement by $790 ml]hon and
paid quarterly dividends in the third and fourth quarters totaling $150 mllllon

A private letter ruling issued by the IRS after spin-off provides Embarq with the flexibility to pursue oiaen
markel repurchases of our common stock without adversely affecting the tax-free status of the spin-off from

Sprint Nextel.
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Capital Requirements . : " : '

il

We currently expect capital expenditures in 2007 to be approximately $870 million t|0 $890 million
including approximately $30 million of spin-off related spending. We continue o review capital expenditure
reqmrcmemb and will adjust 5pendm§D and CBpl[d] investment in response to customer demand, : :

. A . Lo . . B

Liguidity

We expect that cash from operations will fully fund our capital requirements. ' e

Our total indebtedness at December 31, 2006 was approximately $6.5 billion. Current debt maturities as of
December 31, 2006 were $37 million. Annual interest costs on the borrowings outstanding at December 31, 2006
were approximately $456 million. As of December 31, 2006, we had $1.3 billion of direct: borrowings under the
credit agreement consisting of $200 million under the revolving credit facility and $1.1 billion under-the term
facility, as well as letters of credit outstanding of $19.4 million. '

. o ) , . ‘ '

As of December 31, 2006, we were in compliance with all applicable financial covenants associated with
our borrowings. . . . 4 . '
toer ; CE . oty |

We may also incur additional indébtedness from time to time for general corporate purposes, including.,
working capital requirements and capital expenditures. Regulatory restrictions and the terrns of our indebtedness,
however, limit our ability to incur additional indebtedness, raise capital through our subsuhanes pledge the stock
of our subsidiaries, encumber our assets or the assets of our subsidiaries or cause our subsidiaries to guarantee
our indebtedness. i

- : o .o e . !

Following the spin-off, we are subject to true-up calculations to account for certain agreed upon matters,
including net working capital, capital expenditures, spin-off costs and income taxes, Base:d on a preliminary
calculation of the true-up, we accrued approximately $71 mitlion,.which is reflected in “Accounts payable” in the
Consolidated Balance Sheet as of December 31, 2006. This calculation is preliminary and reflects management’s
best estimate, however the ultimate outcome is still subject to further adjustment based on the processes dgl‘l.ed
upon in the separation and distnbution agreement. Embarq expects this true-up to be finalized and settled durmg
2007. -

We expect to pay regular quarterly dividends. Following the spin-off, we paid out approximately $150
million in-dividends related to the third and fourth quarter of 2006. Our ability to fund a r{egular quarterly
dividend will be impacted by our ability to generate cash from operations. The declaratiorh and payment of future
dividends will be at the discretion of our board of directors, and will depend upon many factors, including our
financial condition, results of operations, growth prospects, funding requirements, applicable law and other
factors our board of directors deems relevant, l

! i LI .
} - i

1In connection with the spin-off, we established our own pension and postretirement Pcneﬁt plans. Our
pension plan is funded at a level in excess of current federal »minimurp requirements. Con'tributions during 2007
are expected-to be approximately $60 to $75 million. Contribution levels are ultimately at the discretion of the
Board of Directors and will be determined based on future plan asset and liability levels 4nd in accordance with
applicable pension funding laws and regulations. Other postretirement benefit payments, including medical and
life insurance benefits for cértain eligible retirees, are expected to be less than $60 million annually. [

:

’ . !
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Future Contractual Obligations . S e - _

[ . A L .

' Puture Conlraclual Obllgatmns by Year

Future Contractual Obligations .* - Total{ . | 2007 2008 L2009, 2201000 2000 . After 2011

{millions)
Long-term debt - $ 6458 %.. 378 9% .28 2%, 1,310 8 5008
Interest on long-term debt ) - 6,187 461 - 458 - 451.- 451+~ - 399 3,967
Operating leases 120 36 25 220 00013 0 49 17
Purchase obligations and other 136 98 23 12 3 . - -
Total $ 12901 $ 632 S 605 $°7 485§ 469°% 1,718 8992

(1) Estimated mreresr oin'the bank credit agreement as sumes paymenr schedule based uprm the outstanding
. balances and interest rates as of December 31, 2006 and exclides any 'addr!mna[ prepaymem or drawduwn
urider the revolving credit faulrry ‘ v : ‘

Off-BaIance Sheet Arrangements - L. B PR L -

We do not participate in, secure or finance any unconsolidated, special purpose entities. .,- o
Financial Strategies _ s D
Derivatives

We manage exposure o interest rate risk by regularly monitoring our mix of floating and fixed-rate debt.
We may enter into interest rate swap agreements or other derivative transacuons to manage this exposure As of
December 31 2006. there were no outstanding denvanves . ' ' '

During the 2005 fourth quarter, we entered into swaption derivative.contracts for a cumulatlve notional
amount of $600 million. These swaption contracts were intended to mitigate the interest rate variability of the
first ten years’ semi-annual interest payments on the first $600 mrllron of our debt issuance m connection with

" . oy ]

the spin- Off e doe Tl e e
Y ' ' . 3 f b . [ o L . CaT
Addmona]ly, in the 2005 fourth guarter we entered into Treasury collars for a cumulative notronal amount

of $2.4 billion. These treasury collars,were intended to mitigate the interest-rate variability of the first ten years’ -
semi-annual interest payments on the next $2.4 billion of our debt issuance. The Treasury collars were accounted

for as cash flow hedges. oy . LT e e Ty A . '

- -

0! -, : T T SRS
On May 12, 2005, the 5wapuon contracts and treasury collars entered mto in 2005 were lermmated The
accumulated other comprehenswe income (loss) associated w1th these lransactron‘; $51, mrlhon 330 mllllon net
of tax, was amortized using the effective interest method and reclassified to interest expense as a yield

adjustment of the hedged semi-annual interest payment for ten years.
Item 7A. Quantitative and Qunl‘it'ntive Discl_usures ;\‘bout Market Risk
. L P AN * v [T Lo

We are susceptible to market risks relatéd to changes in interest rates and do not purchase or hold any -
derivative financial instruments for trading purposes,

. .
o L

We are subject Lo interest rate risk primarily associated with our borrowings under our credit agreement.
From time to time, we may consider entering into swap and other agreements to manage our exposure to'interest
rate changes on our debit.

Approximately 80% of our outstanding debt at December 31, 2006 is fixed-rate debt. While changes in
interest rates impact the fair value of this debt, there is no impact on earnings and cash flows because we intend
to hold these obligations to maturity unless market and regulatory conditions are favorable.
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We perform interest rate sensitivity analyses on our variable-rate debt. These analyse;
change in interest rates would have an annual pre-tax impact of $13 million on the Consolj

Operations and Consolidated Statements of Cash Flows at December 31, 2006. While earn
are impacted as ‘interest rates'change, our variable-rate debt is not subject to changes in fair values.

)

+ We also perform a sensitivity analysis on the fair market value of-our outstanding dellat A 10% decrease, in
market interest rates would cause an increase of approxlmately $205 rmlllon in fair marke

outstanding debt at December 31, 2006.

Item 8. F“iriancial Statements and Supplementary Data

The consolidated financial statements required by this item begin on page F-1 of this

t
!

s indicate that a 1%
dated Statements of

ings and cash flows
{

value of our

-annual report on Form

10-K and are incorporated herein by reference. The financial statement schedule required llmder SEC Regulation

§-X is filed pursuant to Item 15 of this annual report on Form 10-K and is meorporated he)
Item 9. Changes in and Disagreements with Accountants on Accounting and Financi
| Not applicable- AR
Itern 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

Throughout 2006, we conlmued lhe transition of the key ﬁnancnal systems to our mte
financial reporting from Sprint Nextel. In addition, the direct responsibility for the executi

rein by reference. ,

al Disclosure ;

¢
4

mal control over |
on of our mtemal

]
control over financial reporting was transitioned to our employees in connection with the spm -off. We believe
that these changes and other changes made during the year have not matenally affected, and are not reasonably

likely to materially affect, our internal control over financial reporting. -

As requlred by Rule lBa-lS(b) under the Securities Exchange Act, and in connection
this annual report on Form 10-K, our management, including the Chief Executive Officer

Officer, carried out an evaluation of the design and operation:of our disclosure controls an

this evaluation, the Chief Executive Officer. and Chief Financial Officer each concluded thi

operation of the disclosure controls and procedures were effective as.of December 31, 200
assurance that information required to be disclosed in reports we file or submit is accumul
communicated to management, including the Chief Executive Officer and Chief Financial

t
with the preparation of
and Chief Financial
d procedures. Based on
at the design and |
6 in providing '
ated and '
Officer, as

i

appropriate, to allow timely decisions regardmg required disclosiire and in 'providing reasonable assurance that

the information is recorded ‘processed; summarlzed and reported within the tlme ‘periods’s
rules and forms. A ' '

. '
: : " ¥
vl ta Lot g e N -

1. 4t + fan

l']:ue(:lﬁed in the SEC’

[ e ‘.'

b

This annual report does not lnclude a report of managemcnt s assessment regarding internal control over
financial reporting or attestation report of the company’s rcglstered publlC accounting firm due to a lransmon

period established by the rules of the Securities and Exchange Commission.

Item 9B. Other Information

None.
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Item 10. Directors, Executive Qfficers and Corporate Governance A
‘ The mform.mon reqlured by thns nem regard:ng our executwe ofﬁcers is }ncorporaled by reference to Part I
of this report under the Caption “Exécutive Officers of the Reg1strant All other information requnred by this
item, other than the code of ethics information below, is incorporated herein by reference to the information'set
forth in thi€ proxy statement relating to our 2007 'Annual Meeting of Shareholders, whlch will be.filed with'the -
SEC:  -~... . Y R i N PP LAY BT

P R S s o

. R re . ' il

We haveradopted a code of ethlcs which - we refer 1o as.the Embarqg Code of Conduct which applies.to all
our employees, including our:executive officers; and directors.. The Embarq Code of Conduct is publicly - *
available on our, website at www.embarq.com/governance/ethics/ and you may also obtain a copy free of charge
by wnnng 10 Corporate Secretary, Embarq Corporauon 5454 W 110ul St., Overland Park, KS 6621 1. lf a. v
provision of the Embarq ‘Code of Conduct is amended other than’ by a technical, administrative or other
non-substantive amendment, or a waiver of the Embarq Code of Conduct is granted to a director or executive
officer, the notice of such amendment or ~\3va1ver will be posted on our web51te Also, we may. elect fo disclose the

- - LU
amendment or waiver in a report n Form 8K filed with the SEC. '

H v R Y I T

¥

Tt ‘. N B

PR , v Loy, I‘ - '_- :-
Item 11. Execut}\;e Compensation
N L ' i

e ’ R

The information required by this item is incorporated by referenceT to the mfonnanon set forth in pur proxy .
statement relating to our 2007 Annual Meeting of Shareholders, which will be filed with the SEC. "

Item'12. Secunty Ownershlp of Certam Beneﬁcml 0wners and Management and Related Stockholder
Matters

The information required by this item, other than the equity compensation plan information below, is
incorporated by reference to the information set forth in our proxy statement relating to our 2007 Annual
Meeting of Shareholders, which will be filed with the SEC.,

Equity Compensation Plan Information

The following table provides information about Embarq’s equity compensation plans as of December 31, 2006.

Number of Securities

Number of Securities Remaining Availahle for
to be Issued Weighted-average Future Issuance Under
Upon Exercise of Exercise Price of Eguity Compensation Plans
Outstanding Options, Outstanding Options, (Excluding Securities
Plan Category Warrants and Rights Warrants and Rights Reflected in Column 1)

Equity compensation plans approved by

shareholders - Common stock( 11,180,103@ $51.043 13,549,985
Equity compensation plans not approved by

shareholders - Common stock - - -

Total 11,180,103 $51.04 13,549,985

(1} Inconnection with the spin-off, Sprint Nextel, our former sole stockholder, approved the Embarq
Corporation 2006 Equity Incentive Plan (2006 Plan) and the Embarq Corporation Employee Stock Purchase
Plan (ESPP). Under the 2006 Ptan, stock options, restricted stock units and other equity based awards may
be granted to Embarg’s employees and directors. In addition, the 2006 Plan governs the issuance of Embarq
stock options to its employees who held Sprint Nextel options before the spin-off from Sprint Nextel and the
issuance of restricted stock units that were granted to holders of Sprint Nextel RSUs in connection with the
spin-off from Sprint Nextel. Under the ESPP, each eligible employee may purchase common stock at
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quarterly intervals at a purchase price per share equal,to 90% of the market valuc on the last business day of
the offering period. See Note 6 to the Consolidated Financial Statements for further descriptive information
regarding the 2006 Plan. o T e e e

(2) Total includes 9,181,119 shares to be issued upon exercise of outstanding stock optlom 1,967, 81” share‘; to
be issued upon the vesting of restricted s}ock units, and the right to acquire 31, 165 shares accrued at
December 31,2006 under the ESPP. ' B a

. TR L Lot [ o . .

(3) The welghted average exercise price does not take into account the Qhares of common stock issuable upon
vesting of restricted stock units issued under the 2006 Plan. These restricted slock units have no exercise
price. The weighted average purchase price also does not take into account the 31 165 shares of common
stock issuable as a result of the purchase rights accrued under the' ESPP. See Nou‘: 6 to the Consolidated

Financial Statements for further descriptive information regarding the 2006 Plan! . Co

4) Total in¢ludes 12 731 150 shares avallable under the 2006 Plan and 818,835 shares available under the

ESPP. See Note 6 to the Consohdated Fmanc1al Statements for further descnpuv'e mformauon regarding the
2006 Plan

Iteni'13." Certain Relétionshibs and Related Trar__lsac"t'!éns, and Di'réc'!or.lndependencé ' ‘
The information required by this item is incorporated by reference to the information set forth in our proxy
staternent relating to our 2007 Annual Meeting of Shareholders, which will be filed w1th the SEC. .
. ..I

Item 14. Principal Accountant Fees and Services 1 . o R N

N ] - . . * (r

The information required by this item is incorporated by reference to the mformauon set.forth in the proxy
staterrient relating to our 2007 Annual Meéting of Shareholders, which will be filed with the SEC.

-
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Part IV cin

Item 15. Exhibits and Financial S{atement Schedules ., ... = .
(a) 1. The consolidated financial statements of Embarq ﬁled as pan of thrs report are hsted in the Index to

'Consohdated Fmanmal Statementc SRS W

1 . L - TR . K T *

2. Thé consolidated findncial statement schedule of Embarq ﬁled as part of this' report is'listed in the Index

to Consolidated Financial Statements, All other financial statémerit schedules are not requlred under the --

related instructions, or are inapplicable and therefore have been omitted., T

3. The following exhibits are filed as part of this report:

Exhibit
Number . Deseription v -t o0, 02 IV BT ST I I RS S A AR O

2.1%7 Sep.mmon and Distribution Agreement (Inicorporated by’ reference to Exhibit 2.1 to Amendment No.
i ++ 41othe Regrstratron Statement on Form 10 (File No. 001- 32732)' F led- wrth the’ Securmes and
+ " Exchange Commission on May 2,2006) *" -

2.2% Transition Services Agreement between Embarg Corporation (recerver) and Sprint Nextel
" "“ Corpomtlon (provider) dated as'of January 20, 2006 (Incorporated by reference to'Exhibit 2.2 to
"o Amendment No. 3 to the Registration Statement on Form IO (Flle No. 00! 32732) l'led with the

]
; s JSecumres and Exchange Commmmn on Apnl 28 2006)

. Tt ! e Lo g
2.3 'I'ranqltron Servrces Agreement between Embarq Corporanon (provider) and Sprint Nextel
Corporation (receiver) dated as of January 20, 2006 (Incorporated by reference to Exhibit 2.3 to
' " *Amendment No. 3 to the Regrstratron Statement on Form'i0 (File No. 0001 32732) ﬁled with the
Securmes and Exchange Comm1ssron on April 28, 2006)r it T

Iy ‘ .—.‘ - ow . B ta . - . |j 1

2.4% Tax Sharmg Agreement dated as of May-17, 2006 by ancl among Sprint Nextel Corporation, Embarq
~ Corporation and certain Embarq subsidiaries (Incorporated by reference to Exhibit 2.1 to the Current
" “Report on Form 8-K (File No: 001 32732) filed wrth the Securmes ‘and Exchange Commmron on
May 18; 2006) Lot . et

B '."‘:',' i e L

2.5+ Employee Matters Agreement dated as of May I7 2006 between Spnnt Nextel Corporation and
Embarq Corporation (Incorporated by reference to Exhibit 2.2 to the Current Report on Form 8-K
(Frle No 00] 32732) ﬁled wrlh the SCCUI’][ICH and Exchange Commmron on May 18, 2006)

2.6%. Patent Agreement dated as of May'l'l', 2006 by and between Sprint Nextel Corporation and Embarg
Corporation (Incorporated by reference to-Exhibit 2.5 to the Current Report on'Form'8-K (File No.
001-32732), filed with the Securities and Exchange Commission on May 18, 2006).

2.7%t 1 Trademark Assignment and License Agreement dated as.of May 17, 2006, by and among Sprint
Nextel Cotporation, Embarq-Corporation and certain Embarg subsidiaries (Incorporated by reference
to Exhibit 2.3 to.the Cuirent Report-on Form:8-K (File :No. 001-32732), filed. with the Securities and

» Exchange Cc)mmmmn on May. 18 2006) '

b‘-l' * ' o e b, . i

2.8%« . Software antl Proprietary lnfonnanon Agreement dated as’ of May 17,2006 by and between Embarq
N Corporatlon and Sprint Nextel Corporation (Incorporated by reference to Exhibit 2.4 to ihe Current
Report on Form 8-K (File N6.'001-32732), filed with the Securitiés and: Exchange Commission on
May 18, 2006) . .

Mar tt o B T Y '
3.1" ' Amended and Restated Certificate of Incorpordtron (lncorporated by reference to Exhibit 3.1 to
* 7 Amendment'No. 4:to the Registrition Statement on Form 10 (File No. 001 32732) ﬁled with the
Securities and Exchange Commission on May 2, 2006) code
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Exhibit
Number

Description M

3.2

4.1

4.2
43
i 44

4.5

10.1%*

10.2%*

13w

10.4%*

10.5%*

10.6%*

10.7%**

" 7.995% Global Note due 2036

+ with the Securities and Exchange Commission on March 14, 2006)

Amended and Restated Bylaws, as amended (Incorporated by reference to Exhibit 3.1 to the Current
Report on Form 8-K (File No. 001-32732). filed with the Securities and Exchange Commi won on ’
July 25, 2006)

o

[E

‘lndenture dated as of May 17 2006, by and between Embarq Corporat:on and J.P. Morgan Trust

Company, National Association, a national banking association, as trustee (Incorporated by’
reference to Exhibit 4 1 to the Current Report on Form 8-K (File No. 001-32732), filed with the
 Securities and Exchange Commlssmn on May 18, 2006) ' L

6.738% Global Note due 2013 1 ‘ R S I .
7.082% Global Note due 2016 ' '

Credit Agreement, dated May 10, 2006, by and among Embarq Corporation (borrower), the banks,
financial institutions and other mstltutlona] lenders (initial lenders) and issuers of letters of credit -
(initial issuing banks) and Citibank, N.A., as administrative agent (lncorp'orated by reference to
Exhibit 4.1 to the Current Report on Form 8-K (File No. 001-32732), filed with the Securities and
Exchange Commmsmn on May 11, 2006)

Agreement Regardmg Specml Compensallon and Post Employment Restrictive Covenanlq dated as
of December 12, 1995, by and between Sprint Corporation and Gene M. Bettq (Incorporated by
reference to Exhibit 10.5 to the registrant’s Amendment No. | to the Reglstrauon Statement on
Form 10 (File No. 001- 32732) filed with the Secumles and Exchange Commlssmn on March 14,
2006)

Spec1al Compensatlon and Non- Compele Agreement dated as of August 12, |996 by and between
Sprint Corporation and William R. Blessing (Incorporated By referenee to Exhibit 10.6 to the
registrant’s Amendment No. | to the Registration Statement on Form 10 (F]]e No. 001-32732), filed

Employment Agreement dated as of August 29, 2005, by and among Spr nt Corporation, Sprint/
United Management Company and Melanie Coleman (Incorporated by reference to Exhibit 10.7 to
the registrant’s Amendment No. | to the Registration Statement on Form [10 (File No. 001-32732),
filed with the Securities and Exchange Commission on March 14,-2006) : : )

. Specizil'Compensation and Non-Compete Agreement, dated as of Augu'st 12, 1997, by and between

Sprint Corporation and Michael B. Fuller (Incorporated by reference to Exhibit 10. 8tothe
registrant’s Amendment No. 1 to the Registration Statement on Form 10 File No. 001 -32732), filed
with the Securities and Exchange Commission on March 14, 2006) i

Employment Agreement dated as of December 3 2003, by and among'Sprint Corporation, Sprint/
United Management. Company and Thomas A, Gerke (Incorporated by reference to Exhibit 10.10 to
the registrant’s Amendment:No. 1 to the Reglqtratlon Statement on Form 10 (File No. 001-32732),
filed with the Securities and Exchange Commission on March 14,2006} -

Employment Agreement, dated as of June 7, 2005, by and among Sprint Corporatlon Sprmt/Unlted

+ Management Company and Daniel R. Hesse {Incorporated by reference to Exhibit 10.11 to the

registrant’s Amendment No. 1 to the Registration Statement on Form 10 (Flle No. 001-32732), filed
with the Securities and Exchange Commission on March 14, 2006) .

Special Compensation and Non-Compete Agreement, dated as of December 9, 1997, b.y and’
between Sprint Corporation and Thomas J. McEvoy (Incorporated by reference to Exhibit 10.12 to
the registrant’s Amendmeni No. | to the Registration Statement on Form 10 (File No. 001-32732),
filed with the Securities and Exchange Commission on March 14, 2006) .o
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Exhibit
Number

Description o

10.8%*

10.9%*

AT B

10.10%=

10.11%*

10.12%%*

10.13%%*
10.14**

10.15**
l(.).l6*!*
10.17**
10.18%*

10.19**

H).20%
10.21**

10.22%*

. filed.with the'Securities and Exchange Commission on May 2; 2006) » Lo e

. Exchdnge Commrssmn on May 5, 2006)

Embarg Cor])oration 2006 Equity Incentive Plan, as amended and restated (Incorporated by
reference to Exhibit 10.1 to the registrant’s Current Report on Form 8K (Frle No. 001 -32732), ﬁ]ed

“with the Securities and Exchange Comimission on December 13; 2006)

. Embarq Corpordnon 2006 'Shért-Term Incentive Plan (Incorporated by reference to Exhrbrt 10 14 to

the registrant’s Amendment No. 4 to the Registration Statement on Form 10 (File Nb&. 001- 32732),

L

. Form of Indemnification Agreement entered into between Embarq Corporation and-each of its

directors and each of the following officers: Gene M. Betts, William R.‘Blessing, Harrison S.
Campbell William E. Cheek, Melanie K. Coleman, Michael B. Fuller, Thomas A. Gerke, E.J.

" Holland, Jr., Thémas'J; McEvoy and Leshe H. Meéredith (Incorpordted by reference to Exhibit 101

to the registrant’s Current Report on Forin 8-K (File No. 001~ 32732), filed with ‘the Securities and

N woe 7 Pt . 3
Q . ags t o .

Embarq Corpordtlon Amended and Rebtaled Supplemental Execuuve Retirement.Blan+ ., = o
Embarg Corporation Key-Management Benefit Plan (Incorporated by reference to Exhibit 10.2 to
the registrant’s Current Report on Form 8-K (Flle No. 00] 32732) ﬂled wrth [he Securmes and
Exchange Commission on May i1, 2006) "~

Embarq Corporation Non-Employee Director Compensation Program

Form of Spec:la] Equity Award Agreement for Individuals with Employment or Severance
Agreements {Incorporated by reference to Exhibit 10.1 to the Current Report on Form 8-K (File No,
001-32732), filed with the Securities and Exchange Commission on July 25, 2006) .

Form of Special Equity Award Agreement for Individuals without Employment or Severance '
Agreements (Incorporated by reference to Exhibit 10.2 to the Current Report on Form 8-K (File No.
001-32732), filed with the Securities and Exchange Commission on July 25, 2006)

. Form of 2006 Annual Equity Award for Executive Officers other than Mr. Hesse (Incorporated by

reference to Exhibit 10.1 to the Current Report on Form 8-K (File No. 001-32732), filed with the
Securities and Exchange Commission on August 1, 2006)

Form of 2006 Annual Equity Award for Daniel R. Hesse (Incorporated by reference to Exhibit 10.2
to the Current Report on Form 8-K (File No. 001-32732), filed with the Securities and Exchange
Commiission on August 1, 2006)

Form of Award Agreement for Qutside Directors (Incorporated by reference to Exhibit 10.3 to the
Curretit Report on Form 8-K (File No. 001-32732), filed with the Securities and Exchange -
Commission on August 1, 2006) '

General Relzase and Agreement between Embarg Corporatlon and Michael B. Fuller dated
December 19, 2006. (Incorporated by reference to Exhibit 10.1 to the registrant’s Current Report on,
Form 8-K (File No. 001-32732), filed with the Securities and Exchange Commission on

December 22, 2006) .

Summary of Embarq Corporation 2007 Short-Term Incentive Program

Form of 2007 Award Agreement for Executive Officers other than Mr. Hesse (Incorporated by
reference to Exhibit 10.1 to the Current Report on Form 8-K (File No. 001- 32372), filed with the

.Securities and Exchange Commission on February 27, 2007.

Form of 2007 Award Agreement for Daniel R. Hesse (Incorporated by reference to Exhibit 10210
the Current Report on Form 8-K (File No. 001-32372), filed with the Securities and Exchange
Commission on February 27, 2007) .
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Exhibit

Number Description
21.1 + Subsidiaries of the Registrant - = Pom
331" Consént of KPMG LLP, o . S .
E] 1 S Cemﬁcauon of Chief Executwe Officer Pursuant o Secuntlcs Exchange Act of 1934 Rlllb
:. 133-14(3) hole, Tov : o ot o . A ]
31.2 »  Certification of Chief Fmancnal Officer Pursuant to Securltles Exchange Act of 1934 Rule 13a-14(a)
32.1 -Certification of Chief Executive Officer pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant'to
* Section 906 of the Sarbanes -Oxley’Act of 20()2 BRI v .
322 Certification of Chief Fmanmal ‘Officer. pursuant o 18 U.S. C Sectlon 13

- Section 906 of the Sarbanes Oxley ‘Actof 2002
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SIGNATURES
. [ . T e I
Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the regisirant has
duly caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

.
- et o '

SRR RS DRSS .+ EMBARQ CORPORATION., . & - =i
(Registrant)
o o ¥ :
By ,/s/ Daniel R. Hesse
. +Daniel R.-Hesse t
Chairman, Chief Executive Officer and President

P

Dated: March 9, 2007 o . . . o

LA { ) r
Pursvant to the requirements of the Securities Exchange Act of 1934, this report has been signed by the following
persons on behalf of the registrant and in the capacities indicated on the 9th day of March 2007. - ) .

'/ts!’ Daniel R. Hesse
. Daniel R. Hesse W

'_ Chairman, Chief Executive Officer and President ~
" (Principal Executive Officer)
[ |

/s/  Gene M. Betts

Gene M. Betts
Chief Financial Officer
(Principal Financial Officer)

fsf  Melanie K. Coleman

Melanie K. Coleman
- Controller
(Principal Accounting Officer)
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SIGNATURES

EMBARQ CORPORATION : ?

" A : (Registrant):. - ./

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has b?en signeid by the
persons on behalf of the registrant and inithe capacities indicated on the 9th day of March 2007.

P

L33

/s Daniel R. Hesse

Daniel R. Hesse O Williani A, Owens
Chairman of the Board Director

o o PR WA th v oL,
fs/  Peter C. Brown /s/  Dinesh A. Paliwal ~
Peter C. Brown Dinesh A. Paliwal
Director Director
' e L ) Tepth e A L U TR KN
fs/  Steven A.Davis - -c¢" 0 40 i /s/ . Stephanie M. Shern. .."
Steven A. Davis Stephanie M. Shern
Director Director
/s/  John P. Mullen . _' fsl- Laurie A. Siegel
John P.Mullen ' L Laurie A: Siegel
Director Director

o4 :
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MANAGEMENT REPORT N

T - . * F . L, |
Our management is responsible for the integrity and objeclivity of the information contained in this document.
Management is responsible for the consistency of reporting this information and for en'suring that accounting
principles generally accepted in the United States are used in the preparation of its consolidated ﬁnancial,
statements. : _ ' . N A
l

[ T e L, e ‘."a'."""-';'f’ . i

In discharging this responsibility, management maintains a comprehensive system of mtemal controls and
supports an extensive program of internal audits, has made organizational drrangemenls providing appropriate .,
divisions of responsibility and has estdb]mhed commumcatlon programs ; atmed at assurmg thal 1[s pohcneq
procedures and prmmples 0[ business conduct are underslood and practiced by l[§ emplnyees

T AR

o L N "o

The 2006, 2005 and 2004 consclidated financial statements included in this document have been audited by
KPMG LLP, independent registered public accounting firm. All audits were conducted using standards of the
Public Company Accounting Oversight Board and KPMG LLP réport.and consent are included herein. +

The Board of Directors’ oversight responsibility for these consolidated financial statements is conducted through
its Audit Committee. The Audit Committee, composed entirely of directors who are nch officers or employees of
Embarqg, meets periodically with the Company’s internal auditors and independent regmered public accounting
firm, both with and without management present, to assure that their respective responsibilities are being
fulfilled. The internal auditors and independent registered public accounting firm have full access to the Audit
Committee to discuss auditing and financial reporting matters.

{s/ Daniel R. Hesse

Daniel R. Hesse ) |
Chief Executive Officer

/s/ Gene M. Betts

Gene M. Betts
Chief Financial Officer




Report of Independent Registered Public Accountmg Firm . S
The Board of Directors
Embarq Corporation:
We have audited the accompanying consolidated balance sheets of Embarq Corporation and subsidiaries (the
Company) as of December 31, 2006 and 2005, and the related consolidated statements of operations, cash flows
and stockholders’ equity for each of the years in the three-year period ended December 31, 2006, In connection,
with;our audits of the consolidated financial statements, we also have audited the financial statement schedule,
Scheduie [1-Consolidated Valuation and Qualifying.Accounts. These consolidated financial statements and
financial statement schedule are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these consolidated financial statements and financial statement schedule based on our
audits. ;.

! e " 4 : - ]

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our. opinion.

4

In'our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the .

financial position of Embarq Corporation and subsidiaries as of December 31, 2006 and 2005, and the results of
their operations and their cash flows for each of the years in the three-year period ended December 31;-2006,'in
conformity with U.S. generally accepled accounting principles. Also in our opinion, the refated financial
statement Gthedule when considered in relation to the basic consolidated financial statéments taken asa whole
presents fairly, i in all material respects, the information set forth therein.

As discussed in Note 1 to the consolidated financial statements, the Company adopted the provisions of FASB
Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations, in the fourth quarter of 2005.
Also, as discussed in Note 5 to the consolidated financial statements, the Company adopted the provisions of
SFAS No. 138, Employers Accounting for Defined Benefit Pension and Other Postretirement Plans, an
amendment of FASB Statements No. 87, 88, 106 and 132(R), as of December 31, 2006. ' -

/s KPMG LLP .

Ka'r;sas City, Missouri o .
March 9, 2007 | ) _ L o




EMBARQ CORPORATION. ~ - o o - yprcn vy =00
CONSOLIDATED BALANCE SHEETS ’
(millions, except per share data) . C '

-t

As of December 31;‘

. 0 T A Lo | 20060 - L2005 ¢
Assets - SR T L T - o o .
Current dssets” Pt Lo e PR S S o Lo ' i b
Cash and equivalents ’ L S S v l$ @53 "$ 103
Accounts receivable, net of allowance for doubtful accounts of $53 and $57 ' S
respectively - - ot S L O § 660 L. b 660 .
Inventories, net * - B P A AT ST L 179 - 174
Deferred charges 48 55
Prepaid expenses and other current assets 83 80
Total current assets . - o T e 1 L Y A 1 - L0230 1,072
Gross property, plant and equnpmenb S o . . 20805 -, <19,784
Accumulated depreciation Lo - e . o b (12,817 (11,980)
Net property, ptant and equ1pmem : o R S 7988 7,804
Goodwill. . + . L R R I I S I AT S UL a2 s 27
Prepaid pension asset RN o . O - - 219,
Other assets ' - 53 59
Toll * o S s } S 9091 $.9.221
LR A R P W T A R
Lmbtlmes and Stockholders Equuy . o, ‘e o C .
Current liabilities . C, R T o
Current maturities of long- term debl AT ' o REETRDE - VRN Y SN T 2.
Accounts payable L o T 503" T 528
Accrued taxes T ‘164 * 104
Payroll and employee benefi ts ‘ 198 118
Déferred revenue - A e e o U 2 | A b
Accrued-interest - AR BRI 52 - 357
Other current liabilities ~ +« - ' L S e S A A )
Total current Liabilites , o o B o 0 1264 0 1,084
Noncurrent liabilities ' . ‘ Ty RN o e
Long-term debt 6,421 1,123
Deferred income taxes IR 1,039 1,265
Benefit plan obligations / 685 793
Other noncurrent liabilities 1500 +, + 104"
Total noncurrent liabilities j 8,205 "' 3285
Stockholders’ equity
Preferred stock, $.01 par value; 200 shares authorized; no shares issued and
outstanding - -
Common stock, $.01 par value; 1,250 shares authorized; 149.7 shares issued and
outstanding ' 1 -
Paid-in capital : ’ (414) -
Retained earnings 308

Accumulated other comprchenswe income (loss) ‘ (363) (525)
Business equity i - 5,377

{468) " 4,852
$ 9091 3 9221

Total stockholders™ equity

Total

See accompanying Notes to Consolidated Financial Smfemerirs.

|
|
|
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EMBARQ CORPORATION
CONSOLIDATED STATEMENTS OF OPERATIONS Pt
(millions, except per share data)

[ L LT
-

5 r

Net Operating Revenues
Service revenues
Product revénues

Total net operating revenue

Operating Expenses
Cost of services *
* + Cost of products
Selling, general and administrative
- Depreciation
Asset impairment

.~ Total operating expénses
bperating Income

Interest expense
" Other (income) expense, net

Income Before Income Taxes
Income tax expense

Income Before Cumulative Effect of Change in Accounting Principle,
Net !

Cumulative effect of change in accounting principle, net

L

Net Income

Pro forma earnings per common share
Basic ' '

Diluted
Pro forma Wéighted average common shares outstanding
Basic o '

Diluted

3

For the Years Ended December 31, )

See accompanying Notes to Consolidated Financial Statements.

F-5

2006 2005 2004 "k
. . oo : i
''$/572  $ 5566 $° 5593 |
641 688 546 ‘\
6363 6254 6,139 L
© 1,594+ ., 1417, -1,402
598 -t w632 - - 48l
1,600, 1594 1,694
1,027 979, . 92
Coe e 080 -
48190 4702 4,549
15447 1552 1,590
324 83. 102
(14, 0y 2
1,234 1472 1,486
450 578, 569
o e H
784 894 ' 917
' - d6 .- _
"% 784.. % 878°%. 917
$ 526 T
$° 521 -
Yt1492 - E
1504 "




'EMBARQ CORPORATION - ' : o
CONSOLIDATED STATEMENTS OF CASH FLOWS® ' % © ‘0 “tn

1
'
i
vt ; .
‘
v
1
'
t

(millions)
' T o . For the Years Ended December 31,
. i 2006 | 2005 . 2004
Operating Actwmes . S R
Net income : : S 784 § 878 § 917

Ad_lll‘ill"ﬂﬁl’l[\ to reconcile net |ncome to net cash provided by operating ‘ i
activities: oo
Cumulative effect of change in accounting principle ' ‘ -1 16 P
Depreciation CL0274 979 - T 972
Provision for losses on accounts receivable 55 - .. 68
Deferred and noncurrent income taxes (69} 33 - 1Mm

' Stock-based compensation'expense - -
Net losses (gains) on sales.of assets : (17) - cy (2)
Other, net ‘ . t39, 17 i (5)

Chdngcq in assets and llabllmes - : !

* Accounts receivable ! ‘ (35) (18 (9
Inventories and other current assets 29 (14) i
Accounts payable and other current liabilities 235 93 (M
Noncurrent assets and liabilities, net (26) By (62)

Net cash provided by operating activities ~ 2.053 1,898 2,064
Investing Activities ) : " .; N
Capital expenditures | . (923) (828) : {975}
. Proceeds from sales of assets | 43 ’ 177 0 13
Net cash used by.investing activities +(880) (811) t(962)
Financing Activities ’ ; o I

Issuance of long-term debt T R . o Le0o - : e -

Payments on long-term debt . " {492) (115) ¢ (152)

Borrowings under revolving credit agreement ) 920 - .

Repayments under revolving credit agreement . R T .(0) B - ;-

Net cash_paid to Sprint Nextel associated with the spin-off (2,208) - -

Proceeds from common stock issued ' 20 - i -

Dividends paid to stockholders ' . C (150 - | -

Dividends paid 1o Sprint Nextel X , 3 (199 (983).. . (865)

Tax benefit from options excreised : 3 - -

Other, net . < (2) i : -

Net cash used by financing acliyities } (1 ,223) 1,097y 1 (1017
Increase (Decrease) in Cash and Equivalents . : O (50) o, 85
Cash and Equivalents at Beginning of Period A . P (1] 113 v 28
Cash and Equivalents at End of Period $ 53 % 103 5 113
Supplemental Cash Flow Informanor; - ] ‘ : , ' ,.
Cash paid for interest. net of amounts capitalized 7 % 290 § 86 $' 109
Cash paid for income taxes 0 $ 348 $ 549 §' 408
Non-cash transactions with Sprint Nextel: e | "
Distribution of senior notes $ (4485 $ - 3 -
Transfer of notes receivable 460 - -
Transfer of property, plant and equipment, nel 313 - -
Transfer of pension assets, net of postretirement and oiher benefit obligations (358) - -
Elimination of additional minimum pension liability and penston intangible 837 - -
Transfer of other assets & liabilities, net 35 - -
Deferred income taxes related to assets and liabilities tr.msferred (53) - -
Total non-cash activities associated with the spin-off (3 251) - -
Net cash paid to Sprint Nextel associated with the spin-off (2,208) - ! -
Combined cash and non-cash activities associated with the spin-off - $ (5459 $ - % -

See accompanying Notes 1o Coﬁsalidared Financial Statements. [
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EMBARQ CORPORATION

CONSOLIDATED STATEMENTS OF STOCKHOLDERS EQUITY: + - W We ey

P17

(millions) _

ooy T "Ai:cl.lmil'lau;d- - e R o

‘ Other Total
Preferred Common Paid-in  Retained Comprehensive ~ Business - Stockholders’

Stock Stock  Capital Earnings Income (Loss) Equity Equity
January 1, 2004-balance . % -8 . -3 % - & (541) . $ 5430 . % 4,889
Net income. - =~ - L S s C AR M ) R 917
Dividends paid to Sprint Nexlel; T P TR TEF R A R I T VL B MR (865) . {865)
Reclassification adjustment for’. .- = W o v, P TS
gains included in nel incomeynet ' . e v i, oy B T T T poe

oftax,. ' . . R R - - (1)" L O S TR/ (N
Net minimum-pension llablllty R . R “ R R R

adjustment, netof tax . . w1 oo - L wle- -, - .20, . |
December 31, 2004 halance SIS LT e (822) o 51482 74,960
Netincome ' oot T '878“ o itgTR
Dividends paid to Sptint Nexcel * © & ¥ et : R Ce oo (933)_ " (983)
Cash flow denvatlves net oftax S S0t o R 9 e (9)
Net miniinum pension liabiliy =~ = -~ 1% ! ol R IR LRV

adjustment, net of tax - - - - -6 - 6.
December, 31, 2005 balance s - 3 LT (525) 5,377 .. 4,852
Net income - - - - - 326 - 326.
Dividends paid to Sprint Nextel - - - - - (194) (194)
Cash flow derivatives, netof tax. ;7 .+ . = - - - 390 ;- 39
Net transfer to Sprimt Nextel . . . - 1 467 s 516 (5,509).,, (5,459)
May 17,2006 balance’ - Ve . 1. (46T) .. e 30. - ST (436)
Net income N - -t A58 . . T e 458
Dividends paid to shareholders :

($1.00 pershare) -~ - L oo ve (150) 0 7 2 St (150)
Common stock issued - - 20 . - P 20
Stock-based compensation expense - - 31 - - - 3i
Taxes on stock-based ) ' ‘ - " : RN

compensation expense - - 2 - - o 2
_Amortization of cash flow L

derivative, net of tax - - - - )] . - (1)
Adoptlon of SFAS; No 158, netof A ’ et T ! ’

fax’ " . e o o ! (392) i (392)
December 31 2006 balance $ - $ 1$5@4Hs 308 § (363 $ - $ (468)
SharesOutstandmg o C s he _f‘ e . o ',1 ' I.. <
Shares issued at spin- off - 1491
Stock issued under equity, mcentwe , - . L4t e

plans - 0.6
December 31; 2006 1472 e e e 1497 P ' o .

EE T s"--f.li' . . ! [T "
T T . ._.-'!_.'. t Tk 4 J R

t VL “ n A L . . L

See accompanying:Notes to Consolidated Financial Statements:=.. - -




EMBARQ CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS . e o

ES

- Tt
Note 1. Background, Basis of Presentation and Significant Accounting Policies -

Formatwn of the Enuty and Nature of Operanons LA

3 S '

|
l
|
|
|
|
!

Embarq was 1ncorporaled in 2005 under the laws of Delaware. Formerly, Embarq was a whol]y-owm,d
subsidiary of Spnnt Nextel. In December 2004, Sprint Nextel announced its intention to 1spm off its local
comimunications business and product distribution operations from its other businesses in a'tax-free transaction: -
On May 17, 2006, in exchange for, and as a condition to, the transfer of assets and the: as'sumption ‘of liabilities »'
described below, Embarq (1) issued to Sprint Nextel 149.1 million shares of company colmmon stockand-

(2) issued to Sprint Nextel $4.5 billion of Embarq senior notes and transferred to Sprint I}Iextel $2.1 billion in
cash. In exchange for, and contemporaneously with, the issuance of Embarg’s common stock and transfer of debt
and cash, Sprint Nextel transferred the Embarq assets, at historical cost, consisting of Spnnt Nextel’s local |
communications operations and wholesale product distribution operatnons and the consumer and certain. business
long distance customers located in their service territories; and the company assumed certam liabilities related to,
Embarq’s business. The spin-off was completed through a pro rata distribution to Sprint Nextel shareholders
consisting of one share of Embarq common stock for every 20 shares of Sprint Nextel votmg and non-voting
shares owned by Sprint Nextel’s shareholders as of the close of business on May 8 2006, klhe record date for the
distribution. i ; .

Slgmﬁcant changes to Embarq’s results of operatlons and financial position resultmg%from the spm—oﬁ weré
as follows: \ -t

‘i . i * . [ [ i "

*  Resulis of operations were negatively impacted for the period after May 17, 2006 resulting from the» °
" . net of tax effect of increased interest .expense and spin-off related costs, which were partially offset by
the net of tax effect of the addition of consumer and certain business long distance customers and . 3.
elimination of allocated capital charges. -
I A o
. ** . Sprint Nextel transferred cash of, $200 million to Embarg, as required by the separation and distribution
- agreement. l Lo

L

. E . [
t IR '

¢ Net property, plant and equrpmenl increased $313 million reflecting assets recewed from Sprml Ne: xlel
pursuant to the spin-off. These assets were recorded at Sprint Nextel’s historical cost basas as of |
May 17, 2006. Depreciable lives of the assets did not change. \
»  The prepaid pension asset, allocated to Embarq by Sprint Nextel, of $219 miilion at|December 31 2005,.
; increased to $790 million based upon the actuarial analysis of accumulated benefit obllgatlon and pension
- fund assets attnbuted to Embarg at the date of the spin-off.-See Note 5, Empioyee Bfneﬁt Plans '

- [

. 'Long term debt increased by $6.1 bllllon “This reflects borrowmgs under the credn agreemem and the '
* issuance of senior notes, partially offset by the ehrmnatlon of notes previously due to Sprint Nextel

*  Deferred income tax liability increased by $53 million related to assets efld‘liabilitit:s transferred. '

*  Embarq began accumulating retained earnings following the spin-off and ;ecognized the par value and-
paid-in-capital in connection with the issuance of approximately 149.1 million shares of common
stock. Because a direct ownership relationship did not exist among all the various u‘lnits comprising
Embarq, business equity was shown in lieu of stockholders’ equity in the consolidated balance sheets
for periods before May 17, 2006.

. [
*  These transactions resulted-in net deficit to stockholders equity.” .* -+ 2 - l y
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Following the spin-off, Embarg is subject to true-up calculations to account for certain agreed upon mattérs,
including net working capital, capital expenditures, spin-off costs and income taxes. Based on a preliminary
calculation of the true-up, Embarq has accrued approximately $71 million, which is'reflected in “Accounts
payable” in the Consolidated Balance Sheet as of December.31, 2006. This calculation is preliminary and reflects
management's best-estimate, however the ultimate outcome is still subject to further adjustment based on the
processes agreed upon in the separation- and distribution agreement Embard expects thls true -up-to be finalized
and settled during 2007 o . N " an . e

: Coa <o
Embarq consists primarily of regulated local phone companies operating in 18 states. Embarq provides, both
directly and through wholesale and sales.agency. relationships, local voice and data, including high-speed.Internet
and nationwide long distance, satellite video services and wireless services to customers within its local service
territories: Embarq also prov:des access to.its local network and other wholesale communications services for-
other carriers, communications equipment for business-marketsand other communications-related services.
Through its Logistics segment Embarq engages in wholesale product distribution, Ioglsncs and configuratlon '
services, VRIS . ' . P L
', S e e . YL . v
As of December 31, 2006, Embarq had-approximately 20 thousand active employees. Approximately 34%:
of these employees were represented by unions which were subjéct to collective bargaining agreements. There
have been no material changes to these collective bargaining agreements.
. - ! B -t v e R e N I
Basis of Presentation e o e
The accompanying consolidated financial-statements reflect Embarq’s consolidated-operations as a separate;
stand-alone entity after May 17, 2006, together with the consolidated historical operations of the entities which
comprised the local communications business, and product distribution operations of Sprint Nextel. Because of
the transfer by Sprint Nextel at the date of the spin-off of consumer and certain business long distance voice . -
- customers in Embarq’s service territory, Embarq’s results before the spm—off are not fully comparable to those:
after the spin-off. ; oy HOE T e “
o : R ‘. . v op 1 I
All entities included in Embarq’s presentation were under Sprint Nextel’s common control until the spin-off
on May 17, 2006. There. were no significant minority interests. These consolidated financial statements are
presented using the historical results of operations and historical basis of ‘assets and liabilities of these businesses.
All intercompany transactions between these consolidated entities were eliminated. e

The consolidated financial statements were prepared using accounting principles generally accepted in the
" United States. These principles require management to make estimates and assumptions that affect the reported
amounts of assets-and liabilities, the disclosure of contingent assets and liabilities and the reported amounts of
revenies and expenses. Actual results could differ from those estimates.® =+ "« .i4 o .

The ﬁnancxa] information in these consohdated financial statements do not mclude all-the expenses that-
would have been incurred had Embarq been a separate, stand-alone entity and do not reflect Embarg’s results of
operations, financial position and cash flows had Embarq been a separate, stand-alone entity through May 17,
2006. Embarq’s management believes that all historical costs of operations were reflected in the consohda{ed
financial statements.

. oo . e B *
_ Certain prior year amounts were reclassified to conform to the current year presentation and are consistent
_with the way Embarq’s management views these activities. In 2006, approximately $250 million of costs
previously classified as costs of services and products were reclassified to selling, general and administrative
expense. These reclassifications had no effect on results of operations or total stockholders’ equlty as prewously
reported. . ' . .




Relationship with Sprmt Nextel . : ot B - : g '
L - v o 1 :

For the periods through -May rl? 2006, Emba:q participated in Sprint Nextel’s centra.hzed cash management
program, in which funds were advanced to and from Sprint Nextel's subsidiaries. These advances were 4
accounted for as short-term deposits or borrowings and bore interest at a market rate that was substantially equal
to the rate the subsidiary would have been able to-obtain from third parties on a short-term basis. 'Embarq’s .

* advance receivables with Sprint Nextel for purposes of the December 31, 2005 consolidated ﬁnanc1al statements

were preSented as “Cash and equwalents
r For the penods through May 17, 2006, Sprint Nextel prowded facﬂmes information servu:es marketing
and certain corporate and administrative services to its subsidiaries, including Embarq. Sprint Nextel directly -
assigned, where possible, related costs based on the subsidiaries’ use of these services. Where dn'ect assignment
was not possible, or practical, Sprint.Nextel used.indirect methods, including time studies and headcounts to .
allocate Shared service costs to its subsidiaries. The services provided by Sprirt Nextel to its su,bmdlanes were: *t
generally accounted for based on fully distributed costs, which Embarq believes approximate fair value. Related -
party payables to Sprint Nextel resulting from the allocation of shared service costs were settled approximately
one month after their initial recognition. Embarq’s related party payables for pufposes of the December 31, 2005
consolidated financial statements were presemed as ! “Accounts payable.” -.. - . ’ 'l< :

. . . H ol ¢

In connection with its spin-off, Embarg entered into certain agreements with Sprint Next'rel The key terms of

the principal agreements that continue to be operative are summarized below. Lo

Separation and Distribution Agreement - . - . - ., - : : O
Embarq entered into a separation and distribution agreement that generally requires Embarq and Sprint .+ .

Nextel to indemnify each other and each other’s representatives and affiliates against certain liabilittes. The
separation and distribution agreement also contains the terms of the spin-off and certain covenarits regarding
cooperation to effect the transactions contemplated by the spin-off, including certain true-up obligations relating
to working capital and transition costs from January 1 to May 17, 2006. The agreement also governs rights 1o .
Embarq and Sprint Nextel to have access to certain of each other’s, information following the spin-off. As an
ancillary agreement to the separation and distribution-agreement, Embarq also entered mt(') an employee matters
agreement relating to certain compensation and employee benefit obhgatlons with respecl to its current and .
former employees. : ‘ : I

. /

1

TaxSharmgAgreemem e oo oy e

[ B L

In connection w1th the spm off Embarq entered into a tax sharing agreement with Spnnt Nextel. The tax .
sharing agreement covers Embarq’s and Sprint Nextel's rights and obligations with respect to taxes for both.the
pre- and post-spin-off periods. Under the tax sharing agreement, in order to preserve the tax-free treatment to
Sprint Nextel of the spin-off, for specified periods of up to 30 months following the spm-off Embarq may be
prohibited, except in spec:lﬁed circumstances, from ' .

' ’

* Issuing, redeeming or being involved in other acquisitions of Embarg’s equity securities; . “

* Transferring significant amounts of Embarg’s assets;
* Amending Embarq’s ceniﬁcate of incorporation or bylaws; - . . :’,

+

* Failing to comply with the Internal Revenue Service (IRS) requirement for a spm—off that Embarqg engage in
the active conduct of a trade or business after the spin-off; or ‘ I

* Engaging in other actions or transactions that could jeopardize the tax-free status of the spin-off.

F-10




A private letter ruling issued by the IRS after the spin-off provides Embarg.with the flexibilityito pursue -~

open market repurchases of i 1ts common stock without adversely affecting the tax-free status of the spm -off from
SpnntNextel D T TN A L LR l‘
y s

o L I
B r n
vl r LML T

bt nl
Embarq has an obhgatlon to, mdemmfy Sprmt Nextel for taxes resultmg from the spm off 1f [hat tax results

from (1) an issuance of Embarq’s equity securitjes, a redemptxon of Embarq ] eqmty securmes or Embarq s it
involvement in other acqulsmons ‘of its equnty secuntles (2) other actions or failures to act by Embarq (such as

those described above) or (3) any of Embarg’s representations or undertakings referred to in the tax sharing
agreement being incorrect or violated.

" Embarq currently does not believe these prohlbmons 1mpose a srgmﬁcant consiraint 6n thp company s
. ) 1] Y TN ' f . 4!
flexibility to execute on'its existing strategy” 7! 4 170 EAE R TGS el AR Tt

B R T BPTORL YO LRt I o) VR VE A

Intellectual Property Agreements

- In connéction with the spin-off, Embarq entered into a patent agreement, software and proprietary
information agreement and a trademark assignment and license agreement with Sprint Nextel. These agreements
govem Embarq s relatlonshlp with Sprint Nextel with respect to ownershlp of and use of intellectual property.

-y . ) . !»

vovoaly? TR AL
Transmon Services A greements

Moo dn -“‘]

tl‘Jf_l.!-, o Vo 4 e B

v Embarq entered into transition services agreements with Sprint Nextel under which Embarq and Sprint® :»
Nextel provide certain specified services to each other for up to two years following the spin-off. Among the
services Sprint Nextel provides to Embarq are customer bill pnntmg and mailing services, 1nformat1on "
technology application and support services, data center services and employee human\ resources helpdesk
services, Among the services Embarq provrdes to Spnnt Nextel are b1llmg support services for certam products
ﬁeld techmclan suppon for certam complex customers and mformatl‘on technology apphcatlon serwces e ‘

- e ]
Commerc:a[Serv:ce!lgreemems e ids s et e r-'-"" Tet e TR
T o wike T T R N "'.J"‘_;-."I'-‘frlu,-' l StV RV S

Embarq and.Sprint Nextel entered,into, commer(:lal service agrecments pursuant to. whrch each company, .

obtains-services from each other The-principal agreements are described below: - v+ opgy 0 rlen oo

Embarq entered 1nto a non—excluswe wholesale'agreement w1th Spnnt' Nextel Under thls agreement

" fora penod of 7 years, Embarq is able to reséll cértain CDMAZbiséd witeless voice and data serviées '

m Embarq s local servnce territories. - .
T A R L i IR P D S RUR LY
“Under 4 wholesale master services agreement with Sprint Nextel, that Embarq refers to as the long -
“t* distanée agreement; Embarq has the ablllty to market and sellithe: company ’siown branded wireline,
* long dlstance 'voice and data services to:consumer and.small busines$ customers: ‘Undef this agreement,
-Embarg must purchase a minimum.of 95% of certain categories of domestic-and international. long "
distance voice and'data services from Sprmt Nextel T R LA RO TN

[ e TH ot KPR '
In addition to the MVNO agreement and long dlstance agreement Embarq has also entered 1nto a sales

agency.agreement with Sprint Nextel to sell to business customers. certain; Sprint Nextel-branded .wireless and
wireline voice and data servnces,,and a teleserv1ces ,agreement v where Ernbarq purchases payphone and pnvate N
branch exchange repair and refurb1sh1ng ‘and reverse loglstlcs services from Sprint Nextel. Embarq has also
entered into certain agreements with Sprint Nextel where Embarq provides certam services to Sprint Nextel,

mcludmg callmg name database services, toll free rehome services, special. access services and operator-. and
directory assistance Services.;, ...

"y

i

y Yl P T TV PIS I SO PO (A 10 SUEE I
T S IL I LD OPR (P L TR BETTR TR AU JU ' AU R T R
Cash and Equivalenss * Tl e T | S
Lot ) ’ - RN

Cash and equivalents include cash and highiy liquid investments with ongmal maturities of three months or
less: The December 31: 2005 balance.included advances due from SprintNéxtel as'discussed above. No such

advances were held by Embargas of December 31, 2006, O TR TN FERTS L N T N AP RRTHE
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!
Allowance forDoubtfulAccaunts.-v . . ' Coo e s |

s I
'y -t ' - o [ PR .

The allowance for doubtful accounts represents the estimate of accounts recervables tlllat are deemed to be
uncollectible with specific allowances for accounts with known collection risks. The estimate requires

i
management’s judgment based on historical trendmg. industry norms and recogmtlon of current market

i
mdreators whrch are pred\ctwe of the future eeonomlc v1ab1hty of Embarq S customer base ! - ,

Inventories ! ! co : :

Inventories were stated at the lower of cost or market and consisted of materials, supplies and equrpmenl
|

held for resale and internal use. Cost is prmc:pally determined on a first-in first-out method. o

Embarq’s inventory aggregated by class was as follows:

4

As of December 3,
| 2006 2005
: : ’ . ch S (ndllions)
Resale inventory, net of allowance of $15 and $17, respectively $ 105§ 104
Other inventory held for internal use : 74 70
Total inventory . - ; S ‘179§ 174

PR . n 3 P

Property, Plant and Equipment

RY 1!

—_— e flea

Embarq records property, plant and equipment at h:stoncal cost. Embargq’ follows a strarght line me!hod and
group method of depreciation accounting. The costs of homogeneous units of property are aggregated to form
group assets that are depreciated over an average economic useful life established for each group. Estimates and
assumptions are used both in establishing the average economic lives and testing for recoyerability. Assumptions
are based on internal studies of use, industry data on lives, recognition of technological advancements and
understanding of business strategy. Assumptions are recvaluated annually. Generally, changes in economic life -
estimates are effected through changes in the remaining depreciable lives of the applrcable group assets and are
con51dered an accountlng estimate in accordance SFAS No.’ 154, Accounrmg Changes and Error Carrecrwns

On an annual basis, Embarq performs an analysis of the remaining life depreciation rates. In 2006,
depreciation rates for digital switching equipment and transport circuit equipment were reduced. The rate
reductions resulted in decreased depreciation expense of $27 million, and an increase of $0 1! per basic and
diluted share. The depreciation reductions were more than offset by incremental deprecrauon expense related to
assets transferred to Embarq at spin-off and increased depreciation expense related to growth in plant assets in
2006. Depreciation rate studies in previous years resulted in an increase to 2005 depreciation expense of $10
million and a decrease to 2004 depreciation expense of $31 million. }

Ordinary asset retirements, including asset removal costs, are charged against accumulated depreciation
with no gain or-loss recognized. Repajr and maintenance costs are éxpensed 'a's incurred. ' B

e T !

Embarg evaluates PP&E for i impairment whenever indicators of i impairment exist. Accounting standards
require that if an impairment indicator is present, Embarq must assess whether the carrying amount of the asset is
recoverable by estimating the sum of the future cash flows expected to result from the asset without interest
charges. If the carrying amount is more than the recoverable amount, an impairment charge must be recogmzed
based on the fair value of the asset.

Network assets principally consist of metallic cable and wire facrlmes fiber optrc cable fac1]|txes swrtchmg
equipment, conduit, poles and other central office equipment. Asset lives generally range from 3 to 30 years.,
F-12 !
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Buildings and improvements principally consist of owned general office facilities and leasehold
improvements. Asset lives generally range from 5 to 30 years.

Admlmstratlve and other assets prmc1pally consist of furmture mformatlon technology equ1pment and
vehicles. Asset llves gencrally range from 3 to 15 years.

. _‘A" B ' ‘.. ‘: 1

Embarq capitalizes software in accordance with American Instltute of Cértified Publlc Accountants
Statement of Position 98-1 Accounting for the Costs of Computer Software developed or obtained for Internal
Use and EITF Issue No. 97-13 Accounting for Costs Incurred in Connection with a Consulting Contract or an
Internal Project that Combines Business Process Reengineering and Information Technology Transformation. -

Embarq s gross property, p[ant and equipment aggregated by asscl type were as follows: ... '

Vo ; T . L b [

As of December 31

4

| AP e 00 2005
. LT T o o " (millions) .
Network assets ' : . " A SRR . 18,503 § . 17,993
Buildings and improvements- . . R T Rt . 21,006 i 929
Administrative and other assets, N o] , 15296 -, . 862
Gross property, plant and équipment BRI ©oet.§ 20805 % 19,784

Gooawit =~ "

Embarq accounts’ for goodwﬂl in accordance with' SFAS No. 142 Goodwill and Other Intangible Assets.”
Goodwill represents the excess of the purchase price over the fair value of the net assets acqmrcd in business

combinations accounted for as purchascs The book value of goodwnll was $27 miillion at Decernber 31, 2006 and

2005 with'$11 rnillion related to acquisitions completed by Centel, a subsidiary of Embarq. The remaining $16
million was related tc various other Embarq businesses. Embarq evaluates goodwill for impairment on an annual
hasis and whenever events or circumstances indicate that these assets may be impaired.'Embarq determines
impairment by ¢omparing net assets of the reporting unit to the respective fair value. In the event the unit’s net
assets exceed it$ fair value, an implied fair value of goodwill must be determined by assigning the unit’s fair
value to each dsset and liability of the unit. The excess of the fair value of the reporting unit over the amounts
assigned to its assets and liabilities is the implied fair value of goodwill. An impairment loss is measured by the
difference between the goodwill carrying value and the implied fair value.

Denvatwes !
’ ‘o : - S
Embarq recognizes derivative instruments as either assets or liabilities in the Consolidated Balance Sheets
and measures those instruments at fair value in accordance with SFAS No. 133, Accounting for Derivative . .
Instruments and Hedging Activities as Amended. Changes in the fair value of derivatives are recorded each' .

period in current earnings or other comprehensive income. (loss) dependmg on the use of the denvatlve and

whether it quahﬁcs for hedge accounting. ! !

.

Embarq uses denvatwe mstrumcnts only for hedgmg and risk managemenl purposes. Hedgmg act|v1ty may
be done for the purpose of mitigating the risks associated with an asset, liability, committed transaction or
probable forecasted transaction. Embarq is primarily exposed to the market risk associated with unfavorable

movements in interest rates. Embarq does not enter into derivative transactions for speculative or trading
purposes..

At inception and on an on-going basis, Embarq assesses whether each derivative that qualifies for hedge ,
accounting continues to be highly effective in offsetting changes in the cash flows of the hedged item. If.and
when a derivative instrument is no longer expected to be highly effective, hedge accounting is d1scontmued
Hedge ineffectiveness, if any, is included in current period earnings.

F-13




Restructuring and Employee Termination Benefits - e P P N I o

Embarq accounts for employee termination and other exit costs that are part of an organized restructunno'
plan in aécordance with SFAS No. 146, Accounting for Costs Associated with Exit or D:spoisal Activities. '
Employee termination benefits that are not directly associated with an organized restrucrunﬁg plan are recorded
in accordance with SFAS No. 88, Employers’ Accounting for Settlements and Curtailments of Defined Benefit [
Penswn Plans and for Termmanon and SFAS No 1 12 Emp[oyers Accounrmg for Postemp’vloymem Beneﬁ!s

.
R P N . o | [ -l
l
i

Asset Retiremertt Qb;igarions;‘ g Co 5 < L
Embarq records ARO in accordance with SFAS No. 143; Accounting for Asset Retirement Obligations. FIN

47, Accounting for Asset Retirement Obligations, was issued in 2005, which interprets the appltcatton of

SFAS No. 143. FIN'47 requires the recognition of a liability for legal obligations to perform an asset retirement

activity in which the timing and/or method of the settlement are conditioned on a future event Embarq adopted

FIN 47 in the fourth quarter of 2005. Adoption resulted in the recognition of an ARO for environmental

i A
rémediation requirements and contractual obligations for which estimated settlement dates can be determined.'An

ARO liability exists, but was not recognized, in situations where Embarq has been granted easements and - /|
righits-of-way by the United States government, municipalities and private landowners to route-its cable facilitiés.

L . ! |
Most cable facilities are buried, however, some metallic and fiber cable are above-ground on company-owned | -

poles. Embarq also contracts with other utilities to connect cable and wire to their poles. An estimated settlement
date for these obligations is indeterminate. The ARO recorded is comprised of removal and disposal of the 1
asbestos in company buildings, removal and environmental cleanup of fuel storage tanks used in standby power '
supply systems and decommissioning of leased building spaces. Upon adoption in the fourth quarter, of 2005,

ARO liability of $28 million, an ARO asset of $4 million and,a cumulative effect of change in accounting
principle, net, of $l6 mtllton was recorded The ARO liability has been mcluded in “Other'noncurrent ltabtlmes
and-the ARO asset has been mcluded in. “Property, plant and equxpment” on the Consoltdated Balance Sheets:

e . . e o o T o beooo g ' WL i‘
The followmg table illustrates the effect on net income and other noncurrent liabilities assuming Embarq
had adopted the provisions-of FIN 47 during 2004, . -. ... ., «; . . R L i1
' ‘ b L - For the Year Ended
, , ‘ - December 31, 2004
' o 3 ! . r N ' © | (millions)
Net income .
As reported $ . .. 917,
Pro forma amounts reflecting the accounting change appliéd retroactively 915
Other noncurrent liabilities Adjustments T B T I :
Asreported © ., A L TS PO T Y S B NI SRS
Pro forma amounts reﬂectmg the accountmglchange appl;ed retroacuvely T - ) 83

In 2006, Embarg dld not have any matenal additions to its ARO The esumated settlement date.for the ARO"
that was associated with the company’s cable facilities remained indeterminate at the end !of 2006. Therefore, a
liability" has not been recogmzed The actlvny related to the llablltty assoc1ated wnth thls ARO was as follows

e s 0 o v " Forthe Year Ended

r ) . . + e i

A . . J L T S P TR S S .. December 31, 2006

(millions) :
Beginning balance ) ‘ _ : 3 - 28
Accretion' - * : o T R EE L -2

- . . - . L P . . ? ' . T . . ) t Mo -
Adjustments’ : e Pt s R B e v . (1)
RN o ) - IR RAVEE BRSSP .", P, et . [ BEEL B TR . . iy
Ending balarice ' r . 8 '2

1
!
i
!
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Legal and Other Contingent Liabilities

4 et Wt

Embarq accrues loss contingencies for legal, environmental and other contmgent habllmes in accordance
with SFAS No 5, Accounting for Conrmgenc:es

T St i [ |

Revenue Recognition C e e coTr

Total net operating revenue is comprised of revenue generated from voice, data, high-speed Internet, v *
wireless service and product sales. Embarq recognizes operating revenues as services are rendered or as products
are sold in accordance with SAB No. 104, Revenue Recognition. Certain service activation and installation fees
are deferred and amortized over the average life of the customer. In addition, revenue with multiple deliverables,
primarily related to wireless revenue, is recorded in compliance with EITF Issue No. 00-21, Revertue ... -~ °
Arrangements with Multiple Deliverables. Embarq records revenue in accordance with EITF Issue No. 99- 19,
Reporting Revenue Grass asa Prmr:zpai Versus net.as an Agent. - UL S

3 o . ’) = ‘. v

Universal Servwe Fund | . LT, S

., . oy s

Durmg 2006, Embarq adopted EITF Issue No. 06-03, How Sales Taxes Collecred From Customers and .
Remitted 1o Governméntal Authorities Should Be'Presented in the Incomie Statement { That ls, Gross Versus Net
Presentation). Embarq records Federal and State USF surcharges on a gross basis. The total amount of et
surcharges recorded in net operating revenue was as follows:

. PR R VL R
For the Years Ended December 31,
Lo o . Sy e L 2006 L2005 o 2004
‘ o Coe . . v R (millions) .,
Federal and state USF surcharges

T 3 98§ 8.8 79

B

i et

Stock-based Compensanon

. Wt

v L

Effectlve January 1, 2006, Sprmt Nextel adopted SFAS No. 123R, Share Bdsed Payment utlhzmg the
modified prospective method. The revised standard requires the recognition of compensation-cost of invested -
common stock options granted to employees before January 1, 2003 which were outstanding as of January 1,
2006. The allocated impact of-the adoption of this standard was:immaterial to Embarq because Sprint Nextel had
previously accounted for stock option grants in accordance with'SFAS No. 123, Accounting for Stock
Compensation, as-amended by SFAS No. 148, Accounting for Stock Compensation — Transition and Disclosure,
as of January 1, 2003 using the prospective method. Following the spin-off, Embarqimplemented the provisions.
of SFAS No. 123R related to the options, nonvested restricted stock and nonvested restricted stock units held by
its employees. Embarq recognizes compensation expense related to share-based awards with graded vesting. that

only having a service condition on a straight line basis as requlred by SFAS No. 123R. See Note 6, Stock-Based

Compensauon for additional information. : SR . O S IR T
o : h

As the adopllon c)f SFAS No 123R was; made usmg the modnﬁed prospecuve melhod no retrospecuvc -
apphcatlon of net income is.required for awards granted prior to January.1, 2003 that were-vested in prior years.,
The following table illustrates the pro forma effect, net of tax, had such awards been expensed under the fair -

value recognition provisions of SFAS No. 123R:, e O . ) . .
: o N e o e I . * .. Forthe Yeers Ended
et . - December 31,
2005 2004
Net income, as reported o ; ‘ v % 878 § - 917
Add: Stock-based employee compensanon expense 1ncluded in reponed netc - o e T el
income; net of related tax effects -+~ +° . o T L3 e o 28
Deduct: Total stock-based employee compensauon expense determmed under fair L T
value based method for all awards, net of related tax effects (35) (38)
Pro forma net income $ 874 3 907
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Advertising Expense

Embarg recognizes advertising expénsés as incurred. Thése éxpenses include production, media and other
promotional and sponsorship costs. Advertising expenses totaled $103 million, $78 million and $66 million for
the years ended December 31, 2006, 2005 and 2004, respectively. ,
- 1
Leases

-Embarq accounts for capital and operating leases in accordance with SFAS No. 13, Accounting for Leases. -

Income Taxes : B : ‘ ' !
Before spin-off, Embarq’s operations were included in the consolidated federal income tax return'and .« i
certain unitary or combined state income tax returns of Sprint Nextel. In accordance with Sprint Nextel's tax |
sharing arrangement, income tax expense was recorded and charged to Embarg on the baSI‘S of filing separalef '
returns in each taxing jurisdiction. After spin-off, Embarq is subject to income taxes as a stand alone entity.
Embarq accounts for income taxes in accordance with SFAS No. 109, Accounting for Income Taxes. See. Notf: 7,
Income Taxes, for additional information. ‘ ‘ S |

Earnings per Common Share
Pro forma basic and diluted earnings per common share were computed by dividing net income by the
number of pro forma basic and diluted weighted average common shares outstanding for the year to date period
ended December 31, 2006. For purposes of calculating pro forma basic weighted average common shares ' -
outstanding, Embarq assumed the shares issued at the spin-off of 149.1 million shares fo be outstanding from the
period from January 1, 2006 through May 17, 2006, For purposes of calculating pro forma diluted weighted |
average comimon shares outstanding, Embarq assumed potentially dilutive securities at the spin-date tobe

dilutive for the penod January 1, 2006 through May 17, 2006 - s PO
- o ! . i - Lo b
The dilution cffect as of December 3 1, 2006 of 1.2 million common shares was primarily related to. = .
outstanding stock options and restricted stock units. Approximately 3.3 million stock opti(?ns had an exercise;
price that was above the average market price of Embarq stock durmg 2006. As such, these amounts were not

included in-the computation of diluted earnings per share, . .

Note 2. Debt and Financial Instruments T Lo . f

In connection with the spin-off, Embarq issued senior notes in an aggregate amount of $4.5 billion. The .
senior notes mature in three tranches, with the earliest maturity in 2013. In addition to the senior notes issued,
Embarq entered into a credit agreement with certain financial institutions. The credit agreement expires in May
2011 and consists of a $1.6 billion term facility and a $1.5 billion revolving credit fac111ly,| with a'$200 million "
sub-limit for letters of credit. As of May 17, 2006, Embarq had $2.1 billion of direct borrowmgs under the credit
agreement. As of December 31, 2006, Embarq had $1.3 billion of direct borrowings under the credit agreement,
consisting of a $200 million under the revolving credit facility and $1.1 billion under the term facility, as well as
letters of credit omstandmg of $19.4 million.

i
The credit agreement provides for interest rates equal to a base rate or London Interb'ank Offered Rate |
(LIBOR) plus an applicable margin. The applicable margin is based on Embarq’s non-credit enhanced long-term
senior unsecured debt rating. The credit agreement includes customary covenants that, among other things,
" require Embarq to maintain certain financial ratios and restrict its ability to incur additional indebtedness. = ;
1
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Embarq’s long-term debt as of December 31, 2006 and 2005, respectively, was as.follows:y..; -

4o

, As of December 31,
Ty NPT

R ",_'{ ’ Interest Rate - Maturing . | 3006 . . 2005
' ] t (millions)

Credit agreement _ .0 ¢ "7 5.9% 2011 $ 1,310 $ .
Senior notes .

" Notes due 2013 - . 6.7% 2013 1,000 -

. Notes due.2016 . 7.1% 2016 2000 .. . -

Notes due 2036 ; 8.0% 2036 oov,, 1485 . o

Other = 68%109.8% 200702025 . .~ 663 ,. 1125

e e w6458 0 0 1125

- Current maturities of long-term debt : (37) 1 (2)

Total long-térm debt- - $ 6421 --§- 1,123

Various subsidiaries of Embarq have outstanding first mortgage bonds of unsecured debéntures. This debt is
included in “Other” in the preceding table. Each issue of first mortgage bonds is secured by substantlally all of “
the property, plant and equipment of the i lssumg subsidiary. In the aggregate, approximately 65% of Embarq $
property, plant and equipment is pledged-to secure one ot more issues of first mortgage bonds. As of
December 31; 2006, approx1mate]y $463 million of first mortgage bonds were outstanding.. |, .. ., : -

it f A T N BT A

. Embarq was inc ompllance wnh all apphcable ﬁnanc1a] covenants associated wuh Embarq s borrowings..

’
]

Scheduled principa] paymenls sut_;sequeng to December 3!, 2006 arg as fo!loWs:_ o

~ . w2

G e e e .., . _(mitions)
2007., . e ‘ e L —'"—$__ s
2008 - . - et T . 2 T Vil e, . e 99
2009 , - a4y, PO T .o HE B L RN PR F TR 2
2010 L2
2011 1,310
Thereafter. - * o w0 Tmown Lm0 e et 5,008

In anticipation of issuing its senior notes at the time of spin-off, Embarq took steps in-the 2005 fourth ™,
quarter to limit its interest rate risk by entering into hedge transactions. On May 12, 2006, the hedge 1nstrurnents
entered mto in 2005 were terminated. At December 31, 20086, there were no outstanding derivatives: . o

The accumulated other comprehensive income (loss) associated with the‘;e hedges was $Sl mllhon $30
million net of tax, and was amortized using the effective interest method and reclassified to interest expense as a
yield adjustment of the hedged semi-annual interest payment for ten years. As of December 31 2006, Ll-EI.n‘b'agrq .
reclassified approximately $3 million as a reduction of interest expense. ) )

vt N I

-Fa:r Value of Financial Instruments

Tt

Estimated fair values of the long-term debt are $6.6 billion and $1.3 billion as of December 31 2006 and
2005, respectively. The estimated fair value of Embarq’s long-term debt reflects the present value of estimated
future cash flows using a discount rate based on the risks involved. The carrying value of Embarq’s other
financial instruments, primarily cash and equivalents, accounts receivable and accounts payable approximate fair
value as of December 31, 2006 and 2005 due to their short-term nature. Embarq has no significant concentrations
of credit risk related to its accounts receivable., e P L )
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Note 3. Comprehensive Income SRR

Comprehensive income consisted of net income and other gains and losses affecting equity and retained
earnings that, under generally accepted ‘accounting principles, were excluded from net income. b }

. . (e
Net income  ** S0

Cash flow derivatives, net of tax

* Amortization of cash flow der_ivatives;-'nel of tax

Net minimum pension liability adjustment, net of tax
Other

Comprehensive income

Note 4. Restructuring and Asset Impairments

TR B BTt I

Restractunng Actmty

In the 2006-first guarter; Embarg’ completed a resmlctunng program w1th the goal of improving its cost
structure. The restructuring resilted in"a $30 million charge, due to severance for approximately 420 employees.
Of this $30 million, $20 mnlhon is reflected as costs of services and $10 million as sellmg, general and
administrative expense in the accompanying Consolidated Statements of Operatlons The restructurmg resulted
in $26 million in increased expense for the Telecommunications segment and $4 million for the Loglstlcs

For the Years Ended December )1,

2006 2005 . 2004
{millions) -

$ 784 ($ 878 $ 1917
39 T (9) -

(1) - Eos

- 6 . 20

I O . - o (l)
$ 8213 875 S, 936

L P eE

segment. Approximately $24 million in séverance payments were friade during 2006. !

In the 2003 fourth quarter, Sprint Nextet undertook an initiative to more effectively and efficiently use its
asset portfolio to create customer-focused communications solutions and to create a more efficient cost structure.
As decisions were made to meet this specific goal, allocated charges were recognized for severance costs

. . . : . ol . T
.associated with work force reductions. As of December 31, 20035, all costs associated with the restructuring event
‘were incurred.

The following table summarizes the changes in the restructuring liabilities for the years ended December 31,

2006, 2005 and 2004.

Liability as of January 1; 2004 ro

" Severance charge . .\

Severance payments* .t noo
Liability as of December 31, 2004
Severance charge . '
Severance payments

Adjustments

Liability as of December 31, 2005
Severance charge

Severance payments

Liability as of December 31, 2006

[ v

Impairments '

L oo b e

X

_(millions)

: N N
. ' 40
O R I C.).

‘ 15

" m
o tan
RE)

L4 30
e
$ 6

. ) b ——

4
FRn

 In 2005, Embarq recorded $80 thillion in allocated asset impairment of which, $77 million resulted fror the

abandonment of a network monitoring software application. No impairments occurred during 2006.
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~ comprehensive income (loss),of $837 million, or $516 million, net of related deferred taxes.

Note 5. Employee Benéfit Plans .. o . R ST T SR LN

Assets and liabilities recognized in the Consohdated Balance Sheets as of December 31 2006 and 2005
relating to Embarq s various employeerbenefit plans are as follows

s L . AsofDecemberSI,

S S S A -
LR i LT T o * (millions)
" Prepaid pension asset i . R T -5 219
Benefit plan obligations - . . _ - ’ i " )
Pension liability ' T ' . R . $ 260 % .. -
_ Postretirement benefit liability L . . 557 - 741
Other benefit obligations S ’ © 102 52
Toal -7 oo s $  6857'§ 793
Defined Beneﬁtl?eusﬁon,Plans e : S e e SR S

Embarq sponsors a noncontnbutory deﬁned benefit pension plan. Pension beneﬁts for plan pamc1pants
represented by a collective bargaining agent are based on negotiated schedules. All other participants’ pensron
bénefits are based on each individual participant’s years of service and compensation. Embarg uses a
December 31-measurement date for the plan. ' ’

Before.spin off, a substantial number of Embarq’s employees were covered by a similar defined benefit »

pension plan sponsored by Sprint Nextel. Embarq was allocated plan assets, benefit obligations and net pen0d1c re

EA]

benefit costs relatmg to individuals that could be identified as directly supportmg Embarq
As of December ‘31 2005, Embarq had recognized in its Consohdated Balance Sheet a$917 mitlion

additional minimum pension liability, or AMPL, and-an $80 million 1ntang1ble pension asset. The AMPL -~
adjustment represented Embarg’s allocable share of the excess of urifunded accumulated benefit obhgatlon over
plan-assets and accrued pension costs relating to Sprint-Nextel's; plan as awhole: The 1ntang1ble pensron dsset o
represented Embarg’s allocable share of unrecognized prior service costs relating to Sprint Nextel’s plan asa
whole. Sprint Nextel determined these amounts in accordance with SFAS No. 87; Employers’ Accounting for -~
Pensions: The recognition of'the AMPL and intangible asset resulted in a net debit to accumulated other- !

« 1

Concurrent with the spm-off Embarg establlshed its own pensnon plan. Embarq initially measured the plan

Loat May 17, 2006 ‘based on actual plan assets transferred to Embarq effecttve upon spin-off and the “actual plan -

participants and their respective accrued benefits. Upon'measurement of the pension plan, Embarq was

transferred an additional $326 million in pension obligation from Sprint Nextel, which'was recognized through

paid in capital. Also upon this measurement, Embarg’s pension plan assets exceeded the accumulated benefit

. obligation and required the elimination of the AMPL recorded at December 31, 2003.

The following table presents inform'a:tien- related to the defined benefit pension plan, including a
reconciliation of the asset or liability recognized as of December 31, 2006, 2005 and 2004, the net periodic

, beneﬁt costs recognize d for those years as well as other 1nformanon specific to the plan,
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Defined Benefit Pension Plan
(millions)

December 31, 2003 balance
2004 allocated cost
Allocated employer contributions

- Allocated SFAS No. 87 AMPL

Total ,
December 31, 2004 balance |

2005 allocated-cost
. Allocated employer contributions
Allocated SFAS No. 37 AMPL
Total
December 31, 2005 balance
2006 allocated cost {pre-spin)
Impact of spin from Sprint Nextel

May {7, 2006 balance

Service cost

Interest cost

Expected return on plan assets .
Amortization of prior.service cost
Amortization of actuarial losses
Employer contributions (1

Actual return on plan assets
Benefit payments '

Actuarial losses

Plan amendments )

Adoption of SFAS No. 158 U) s

TotalDecember 31, 2006 baiance

i L) 4 LN
v . Asset/(Liability) Recognized . \
] o8 - ! - —_ 2 -
285 || 228 | < T [ g5 | 298| g24 1l B5g (292 55y
£°% || 25 | 5 2 EZ | E5V | BE™ | sEs |CP2E8| sEs
= @ & 2 |5 S :T . Zl"‘.‘“" 3 = Ze
. . i i I 1,062 {972) %)
36 - . - . - : (36) - (36)
. . . . . : - 70 0
. . - - - . .- u 33 3%
36 ot
. . " - - y - - 1,096 (939) 157
39 . . y ; R 'G39)" - (39)
. . . - - - 79 - 79
. - - - - - - - 22 2z
19
. . . - . - Lol ose @ | 210
20 . . - . - . (20) - e
- B} - S . B, O V) 917 591
- ey 3089 (26) ‘743 74 o 790 - 790
31 31 - (3D - CRANEE EREE R €10 - (31)
120 (120) . (120 - - - {120) - (120)
(166) - - Co 166 - - 166 - 166
10 : - - - (0 L ae . - (10
24 L - @9 . t ey - (24)
- . 249 249 (249) - .
t. 104 . (104) - .- y .
SO 1 PP ) RO BN ) BTN %) - - -
- . (15), . as - 15 - e - L .
. ' - - - .- - - - 19N (79%)
39 (3.260) 3,234 (26) .’ 719 79 N Rzl (797 2t)

L

v
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(2) Plan amendments were a result of collective bargaining agreement rénewals, which impacted certain union employee benefit schedules. -

e

{1) The defined benefit pension plan is funded well in excess of minimum required funding standards under the Employec Retirement Income Security Act.
Accordingly, no contributions were made in 2006. Embarg is currently planning to contribute approximately $60 to $75 million to the plan in 2007.

(3) Embarq adopted SFAS No. 158 on December 31, 2006, This standard requires the pension obligation recognized cqual the funded status of the plan as
measured by the difference between the projected benefit obligation and the plan asset value, resulted in an increase m the obllgauon of $797 million. In
combination with the associated deferred tax impact of $307 million, this adjustmem reduced stockholder’s equity by 5490 million. The accumulated benefit-
obligation at December-31, 2006 was $3.15 billion, which was less than the fair.value of plan assets. Accordmgly. 1o additional minimum pension liability was
required prior to the adoption of SFAS No 158. . .




v

s

b

impact of this chang(, was a $12 million reduction of allocated benefit costs. S

Plan Asset Allocations: ‘ . Actual Targeted ‘ Expected Future Beneﬁt‘Paymen'ts, (millions):

Equity securities ............ : 64% 50%1065% 2007 - U FE I B YA
Debt eecurities ....... e o 153% 15%to30% ,2008 177
Realestate ......,.~......0. " ' 11% 3% to 15% . 2009 . . © 180
Other........... e N < - 10%  5%t015% 2010 - 183
Total ... Ui T00% 0 100%. S2011 L - ‘ 187

= - L : : — LY - i ' o

. ' .—“. - . ., s | . M A ra ‘f‘ - ;- 2012"2016 1»012

Postretirement Benefit Plans , . : S e

% - M [

*~ Embarq provides postretirement benefits, principally medical and life insurance to its eligible former
employees. The plans allow eligible employees retiring before certain dates to benefits at no cost, or at a reduced
cost. Employees retiring after certain dates are eligible for benefits on a shared cost basis. Embarg generally
funds and expects to continue funding its postreuremem obllgatmns as beneﬁts are paid. Embarq uses a-
December 31 measurement date for the plans.

.
1

" Before spin-off, a substamlal number of Embarq’s employees were covered by similar postrenrement

“benefit plans sponsared by Sprint Nextel. Embarq was allocated plan assets, benefit obligations and net. penodlc

benefit costs-relating to individuals that could be identified as directly supporting Embarq.

e arn 1

\ Duﬁng the year ended December 31, 2004, Sprint Nextel amended certain retiree 'medical plans to
standardize the plan design effective Januafy 1, 2005, eliminating differences in benefit levels. These : "_'-'

~amendments reduced allocated benefit costs by $5 million. L o

. ot T Y

t

. During the year ended December 31, 2005, Spriht l\fexfel ‘eliminated prescription drug benefits for‘Medieare.*:.,

_eligible employees, replacing them with a $500 annual retmbursement of Medicare premiums effective, 2006. - o

This change necessitated a remeasurement of retiree medicai cost for the year ended December 31, 2005 The '
]

- 3 . e ' o N [ A

Concurrent with the spm-off, Embarq established its own-postretirement benefit plans. Embarq-initially, ... .
measured the plans at May 17, 2006-based on actual plan‘asséts transferred to Embarq upon spin-off and the - W
actual plan participants and-their réspective accrued benefits. Upon the measiremment, Embarq was transferred an+".
additional postretirement habllny of $16 mllhon from Sprmt Nextel, which was recognized through pald in ., .
capital. Sae '- . ST e e

The following table presents information rélated to thie postrenrement benefit plans including a e !
reconciliation of the individual plan asset or liability recognized as of December 31, 2006, 2005 and 2004,
including net periodic benefit costs recognized for.those years as well as other mformanon specific to the plans.
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Postretireméni Bénefits "

(millions, except allocation percentages) =~ o
. . . : . . R et v, )
. -Asset/(Liability) Recognized . .
P g3 |3zl e | £ ol
o . - . -
f3% |l Rmes 4|3 | Eal B |3s.)| 883 |.2.3)000
' E2E _‘_:3“5& - w 8 E.,QU .g....a g g2 3E an
D | DREE|E| B | gs | R RECI| G (e s
z - ] =2+ -
¥ S8 =} ] = = 7} E TR -]
o ) Eou g | = k] 8 £ & |5 Ex-1 ] g o= |2
December 31, 2003 balance . . - - - - - s 796 - (796)
2004 allocated cost . 3l - - - - - - @an - an
Allocated benefit paympms ] - - - - - - - 50 - 50

Total N T - : ‘ I"l )

Dccembchl 2004 balance ~ ' * . t b - e to- I (S2i))] - 777,
2005 allocated cost . ' IO L R A N - - e e t- ‘- (14) ., (14)
Allocated benefit payments ¢~ - - - - - - R - - l 50 < 50

Total 14 LA ’ vy | ' , !

December 31, 2005 balance - EO PR - - - (7a1) - 741)
Allocated cost . o2, B U S oy : - (2 - 2
Allocated benefit payments - Co- . - LT - - 4 8 ” - 18
Impact of spin from Spnnt Nexte! ) - g - ' - - - ce 6y == 4 (16)

- May 17, 2006 balance ‘ o (601) 43 | (358) 173 (350) - * -'(6)'5 ©o(741) “ol (741)
Service cost o 5 (5) - 5 - - . | (5 - . {5)
Interest cost : : - - 23 23, v |- @3 - - - Lo@3) - (23)
Expected return on plan assets .« . K @D ) - o G0t g Lo- s - [ o2 . oo _ 2
Amortization of prior service cost an - - - .- 37 - 37 - 37
Amortization of actuarial losses 1 - - s an - el ¥ - I (1) Y (11}

- Employer contributions - - 27 27 - - - ! 27 - 27
Actual returt on plan assets ¢ " . roo o BT ] [ iy v - N . W - -
Benefit payments . . R : - .28 (28).] . - - T - . -
Actuarial gains or losses * S | R ) I B v T - . - -
Adogption of SFAS No, 158® - - s - - - - - - 157 _ 157

Total/December 31, 2006 balance 2 (603) 46| (551 162 313 (6) 714) 157 (557"

(1) Embarq adopted SFAS No. 158 on December 31; 2006, This standard requires the postretirement benéfit obligation recognized equal the fuiled status of the
" plan as measured by the-difference between the accumulated projected benefit obligation and the planasset value, resulted in a decrease in th:: obligation of
$157 million. In combination with the assoc:ated deferred tax impact of $59 million, this adjustment increased stockholder s equity by $98 million,,

Plan’Asset Allocatlons o e
Equity securities . 64%
Debt securities . SO 36%
Total - ST e Tl e e 100% s
: A ot s ted ey
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Defi ned Benef t Perrswn and Postretirement Benefit Cost Summary ' e Gl
In addmon to the net peériodic benefit costs reflecled in the precedmg tables, before the spm-off Embarq” - .
was also allocated net periodic benefit costs resulting from Sprint Nextel corporate employees who indirectly .
- supported Embarq’s operations. Indirect allocated charges were funded on a current basis and therefore not -
reflected in Embarq’s benefit plan assets or obligations. See Note 9, Related Party Transactions, for more
information on these types of charges. The following table summarizes all benefit plan costs reflected in

Embarq’s Consolidated Statemeits of Operatlons for the years ended December 31, 2006, 2005 and 2004. .

For the Years Ended December 31

s 2006 2005 . 2004
- (mdlwns)
Defined Benefit Pension Cost ' _ . - .o _—
Pre spin-off ailocated - direct : $ 20 % 39 $ 36
Pre spin-off allocated - indirect . . = - & . o e Wt - 25 . 21
Post spin-oftf ' N i - 19 . - -
Total o o r i s 39 $ 64 $ - 57
Postretirement Benefit Cost . - ) o - o . y ¢ i 7‘ o
Pre spin-off allocated - direct .. . . . . S v 3 2.8, 4. 5. .31
Pre spin-off allocated - indirect- - Do et ‘ .- 2 a2
Post spin—off I - Lot T S e ’ S TSI S -
Total . A . % 2% 16 § 33
. R v, . bty it st * \ T . = =

. ! n [ i_:' : -" C e . 3 : ' i 1.

Plan Assumpuons and Other Informauan o b " S e R BRI TR

Accounting for long term obhgatxons such as defined beneﬁt pensron and postreurement beneﬁt obhgatlons
requires the use of certain assumptions. Embarq developed assumptions used to calculatéthe discount rate based**
ona hypothencal portfolio of bonds rated AA- or better that produced a cash flow matching the prolected beneﬁt
payments of the plan. The expected fate of future pay ralses ‘was baséd on a weighted-average of past expenence
and industry peer group survey data. The expected long term return on plan assets was determined by  °
considering forward—lookmg estrmales of the éxpected long- term retums for a portfolio mvested accordmg to lhe
pension trust's target investment policy. Health care costs increases and assumed health care cost trends were-
developed per review of surveys of employers’ expectations of medical cost inéreases and to d spot survey of the

retiree medical inflation assumptions expected to be used by other plan SPONSOfs.

LR

Defined Benefit Pension Plan . i Postretirement Benefit Plans . .

Discount rate e 6.10%.: . Discount rate JRCSRRPIE 6.10%

Expected rate of futurz pay raises 4.00% - Health care cost increasés assumed for 2007  8.60%
. R R K

Expected return on plan assets 8.75%  Assumed health care cost trend rate decline =~ 5.00%

s I 4 ... Yearratereached ultimate trend rate - 02012
Assumed health care cost trend rates have a'significant effect on the amounts reported for the health care
plans. A 1% change in assumed health care cost trend rates: would have the-following effects:

Health Care Cost Trend Rate Sensifivity: - h . - (milllons)
P R e
Effect on serwce and mterest cost - 1% i lncrease , . $ 1
! R e, ETI oo ) : . [y e
Effect on service and mterest cost - l% decrease . - . _ C (1)
Effect on APBO- 1% increase; ‘ - e N e 1 ) _ . W twin. #30

Effect on APBO - 1% decrease : : L o B N ¢
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i
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Subsequent to the adoption of SFAS No: 158, the amount recognized in-accumulated c>:ther comprehensive
income (loss) related to Embarq’s defined benefit pension plan and postretirement benefit plans was equivalent
to the unrecognized net loss, unrecognized prior service cost (credit) and the unamortized transition asset for
"each réspective plan at December 31, 2006. The total amount of ‘amortization related to these items that are
expected to be recognized into-net periodic benefit cost in 2007 is as follows:. .+ - ! "

o * .,
A e .

o ) , . Defined Benefit Postretirement
Cre ’ SR S .Y '« 'PensionPlan | -~ ‘Benefits +
: C S ' et B {millions) )
Amaortization of net losses : $ 35 $ 16
Amortization of prior semce cost (credlt) ' 16 (57)
1

‘ Deﬁned Contribution Plan Vs

|

i

. 1

Amomzauon Of net ﬂ'aﬂSl[lOﬂ asset ’ - i
|

Al

r

.. Embarg employees participate in defined contnbuuon employee savings plans. Participants may contribute
portions of their pay to the plans. Embarq matched contributions for non-union employees and union-represcnted
employces in cash. For certain other union- represented employees, Embarg matched eontnbutlons in company,
stock. Embarq may, at the discretion of the Employee Benefits Committee, and subject to a respective collective
bargaining agreement provide matching contributions based on the performance of Embarc'| compared stock to-
the Dow Jones US Telecommunications Total Return Index. The matchmg contribution was equal to 28% of :

participants’ contributions, up to 6% of their pay, from the date of spin-off through DecemberGl 2006. Embarq

recognized expense of $8 million for the year ending December 31, 2006 relating to these :contnbutlonq '

- Before spin—off, Embarq employe'es participated in a similar plan sponsored by Sprint- Nextel with similar
matching contributions. Until spin-off in 2006, Sprint Nextel matched participants’ contributions in cash. Prior to
2006, Sprint Nextel matched participants’ contributions in Sprint Nextel stock..Embarg recognized allocated
conmbuuon charges of $5 million for the pre spm -off 2006 penod $15 million in 2005 and $21 million in 2004,

]
+ LT T . 'y l

OthenBeneﬁt Obllgatmns o . e - ‘ | .

Other beneﬁt obllgatlons recogmzed in the Consolldated Balance Sheets mamly represent certain post-
employment hablhtles recogmzed in accordance with SFAS No. 112, Employers Accoum'mg for . -
Postemployment Benefits. These beneﬁts mainly relaled to certain short and long-term dlsablhty obhgatlont
Addmonally, other benefit obllgatlons mclude a non- quahﬁed defined benefit plan to prov1de supplemental
retirement beneﬁts for certain execuuves

HL. oot

Note 6. Stock-based Compensation ' Cor L " {

Under Embarg’s stock-based compensauon plan, Embarq issued stock options and nonvested stock and-

stock units, or otherwise referred to as restricted stock and restricted stock units: | . S

Spm-off from SpnntNextel ! o ’ L ]

L. ., ' . . R '

-+ The employee maiters' agreement prov1ded that at spin-off, Sprint Nextel options held by Embarq employees
would be converted into options to purchase shares of Embarq common stock. At spin- oft”'I Embarq employees
held 15.2 million Sprint Nextel stock options which were converted, using the Embarq price ratio, into
8.2 million Embarq stock options. These options had substantially the same terms and conditions as the terms

‘ and COHdlllOl’lS of the underlying Sprmt Nextel options.

Addlttonally, in connection with the spm-off and following the conversion, a specnal?eqmty award of
Embarq restricted stock units was granted to certain Embarg employees who had their Sprmt Nextel optlons
¢onverted into Embarg options. These awards vest over a three year service period and were valued at the ¢ losing
market value of Embarg stock on the first business day foliowing the grant date, which was not a busmess day.
The first business day following the grant date was May 22, 2006, 1

F-24
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Under the guidance in SFAS No. 123R, Share-based Payment, a modification event occurs when there is a
change in any of the terms or conditions of a share-based payment award, which includes the spin-off of a
business entity. Accordingly, Embarq’s spin-off from Sprint Nextel qualified as a modification event and
required Embarq to determine incremental compensation expense, if any, resulting from the modification event.
Incremental compensation cost was determined by comparing the fair value of the Sprint Nextel options held by
Embarq employees immediately, before the spin-off as compared to the fair value of the Embarq optiens and
restricted stock units immedialely after the-spin-off

The fair value of 1he converted Embarq options and the special equity award was less than that of the former
Sprint Nextel options as determmed usmg the Black-Scholes-Merton model and the assumpnons beIow

Sprint Nextel Embarq
Weighted average underlying stock price ' $ 24.43 b 45.40
Weighted average exercise price _ : S $ 2752 5 5115
Weighted average expected volatlllty 24.28% 22.24%
Weighted average risk-free interest rate o - 4.98% 4.98%
Weighted average expected dividend yield ‘ ’ ' 0.41% 4.43%
Weighted average expected term (years) e : 443" 443

Pursuant to the employee matlcrs agreemenl Sprint Nextel and Embarq employees retamed any resmcted
stock and restricted stock units isstied by Sprint Nextel. In addition, the holders of these awards were issued pro
rata one Embarq award for every 20 Sprint Nexte}l awards held. The terms and conditions of the Embarq awards
were substantially the same as the terms and conditions of the corresponding Sprint Nextel awards and vest over .
the -remaining term of the Sprint Nextel awards. A total of 0.4 million restricted stock units and a minimal
*amount of restricted stock were issued.

. In accordance with the chief executive officer’s employment agreement, previously granted Sprint Nextel
restricted stock units were converted into Embarq restricted stock units. This resulted in the issuance of 84,482
Embarq restricted stock units at spin-off. These restricted stock units vest three years from the effective date of
his employment agreement. - CL .
Share-based Pa_vmenf Plans

R P - , o

Under the Embarq Corporation 2006:Equiity Incentive Plan, Embarq can grant a-wide range of awards
related-to Embarq common stock, including stock options, restricted stock awards, Testricted stock units, stock .
appreciation-right awards, performaricé'share awards and performance unit awards to Embarq’s directors and
employees, Under the 2006 Plan, 24.5 million common shares were reserved for issuance, of which
approximately 12.7 million common shares remained available at December 31, 2006. The Compensation
Committee of the Board-of Directors of Embarq (the Compensition Committee) may award options to purchase
common stock and set all the terms and conditions of the options, except that the option exercise price per share
shall be no less than the fair market valite of a share of common ‘stock on the date of grant: For grants made in
2006, the 2006 Plan.provided that the per share fair market value is detérmined based on the'average of the high
and low trading prices per'share of Embarq common stock on the date in question.-In addition, the Compensation
Committee has discretion to set the vesting schedute for the options which can have a term not to exceed ten
years-and may establish the terms and conditions of the awards including the satisfaction of perfonnance goals.

The underlying Sprint Nextel options converted at spin-off into Embarq options were gcneraily gramed wnh
an exercise price equal to the fair market value on the date of grant. However, certain stock option awards to
former senior executives of Sprint Nextel in-2005, who are now executives of Embarg, were granted with an
exercise price equal to' 110% of the fair market value on the date of grant. The underlying Sprint Nextel options
generally vest over periods up to four years with a term of ten years. The Sprint Nextel restricted stock units and
restricted stock were valued at the fair market value of Sprint Nextel stock on the date of grant and generally
provide for vesting over a period of three years. Holders of these awards are entlt]ed to receive dividend
equivalents for dividends paid on the underlying common stock.
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Emp[oyee Stock Purchase Plan v - ol

Starting in the fourth quarter of 2006, Embarq began offenng an Employee Stock ‘Purchase Plan, which *
allows eligible émployees to deduct up to 20% of eligible compensation to purchase commc:)n shares of stock at a
price equal to 90% of its market value on the last trading day of each quarter. The aggregate number of shares an
employeé may purchase cannot exceed 15 thousand shares or equivalent to-$25 thousand in any calendar year,
subjecl to limitations imposed by Section 423 of the Internal Revenue Code. ' -0 I "

As of December 31, 2006, approx1mately $1. 5 million had been withheld to purchase icommon shares and
$0.2 mllllon was recogmzed as compensation expense. Under this plan, 0.9 million' common shares were
reseryed for issuance, of which approximately 0.8 mitlion remained available at Decemberl31 2006.

2006 _{lnnual Long-Term Incentive Program _ ' _ |

. 5 _ |
- On July 28, 2006, approximately 1.7 million stock options and 0.7 million restrietedt sltoek units were |
granted to executive officers and other employees as part of Embarg’s 2006 annual long-term incentive program.
The fair value of these awards was computed using the Black-Scholes-Merton model for stock options and the
average of the high and low stock price for the restricted stock units. The fair value for thelstock options was
$8.17 per option and $45.06 per unit for the restricted stock units. The significant assumptions used to.calculate

*

the fair value of the stock options issued-in connection wuh this plan were as follows
r R L. oL e . . : s

Underlying stockprice .- T e ot RS ~§ . 4506
Exercise price- .- ' Y - v .8 - 4506
Expected volatility ' : o 23.61% "
Risk-free interest rate : _ 4.92%
Expected dividénd yteld =~ . oo 00 I ' 4.46%
Expected term (years) o e : : * o '5.88

e tin Foue T Liae : s - :

Stock-Based Compensation Expense ' _ * |l ot
As required under SFAS No. 123R, an analysis was performed of the stock-based co:fhpensation‘awéir'ds
issued and converted in connection with the spin-off. As no incremental.value was created due to the stock option
conversion and the issuance of the special equity awards, compensation expense continues to be recognized by
'Embarq after the spin-oft using the falr value originally computed by Sprmt Nextel at each award’s respective
grant date. . " G . o S "

|

Certain Embarq employees hold nonvested Sprint Nextel restricted stock and restricted stock units. Even
though the stock is issued by Sprint Nextel, Embarq is required to recognize compensatlon expense related to
these awards as Embarq recéives the beneﬂts of the employees’ services. The fair value of each restricted stock
unit award was calculated using the average of the high and low price of Sprint Nextel stock on the day of grant.
Upon review of the pre and post-spin-off values of the restricted stock and restricted stock units, it was
determined that minimal incremental grant date fair value was created. As such, Embarg recogmzed the
incremental value related to these awards, as well as the remaining value of the Sprint Nextel awards, over the
remalmng vesting penod .
R T U L . 1',- C. L
_ - Before the spin: off stock-based corhpensation expense was allocated to Embarq by|Sprmt Nextel. This

allocdtion’ was based on the total Embarq employee headcount as a percentage of Sprint Nextel s total employees.
Aftér the spin-oft, stock-based compensanon expense was calculated on the dlrect method based on each -
employee § mdwndual grant v . ' g 2

o4 Lt L . t
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- A summary of the total allocated and direct compensation expense and tax: benefit was as follows:

ek

PRI

"For the Yeéars Ended December 31,

. 2006 2005 2004
o . o e (mitlions)

Compensation Expense N

Pre spin-off allocated expense 3 22 3 49 ) 45
Post spin-off direct expense 31, .~ - . i
Total B $ 53 % 49 $ . 45
lncome Tax Benefit ' o f‘ ,

Pre spin-off allocated expense : $ 8 § 18 % ’ 16
Post spin- off_dlrect expense . . |5 A T b
Total | . . $ 19 3 18 $ 16

. . . .
. PR Lot L \' 2

Elimination of Chief opemmig Officer Position

. On December 19 2006 Emba:q entered into a general release and agreement with the Chief Operating
Ofﬁcer which eliminated that position wEmbarq recogmzed 58 million of stock-based compensation expense and
$2 million in other CclSh severance payments associated with this event.

' ; !

The general release and agreement provided that Embarq will vest those portions of the former Chlef
Operatmg Officer’s 2006 equity grants that remain unvested at the end of his 18 month severance period, which
included 43,043 stock option awards and 63,045 restricted stock unit awards. This was considered to be a
modification of vesting terms requiring a revaluatmn of the modlﬁed awards of the total $8 million stock
compensation charge recognized related to this event, appro:umately $3.7 million was the value associated with
the modified awards. The fair value for the modified'stock‘options was $11.37 per option and $51.22 pcr unit for
the restricted stock units. The following are the assumptions used to value the.modified awards.- . R

Underlying stock price g 5122
Exercise price | . s S B T . s o 3. 4506
Expected volatility Lo e S e e e e e e .. 23.61%
Risk-free interest rate 4.70%
Expected dividend yield . = o L o e o Coe s 393%
Expected term (years), . 4.30
Stock Options

¥

Embarq uses the Black-Scholes-Merton model to estimate the fair value of stock options. The underlying
stock and exercise price was determined using the average of the high and low value of Embarg stock on the day
of grant. The risk-free interest rate was determined using the yield available on the option grant date for.a zero-
coupon U.S. Treasury security with a term equivalent to the expected life of the option. The expected life for-
options granted during the year was determined by applying the simplified method as described by SAB No. 107,
Share-Based Payment. The dlwdend yield was determined based upon estimated annual dividends and the fair,
value and shares- outsnmdmg of Embarq’s stock on the option grant date. Due to Embargq’s relatlvely short life as
an independent company, the expected volaullty was, based on a blend of the historic and 1mpl|ed volatlllty of
Embarq’s peer group. The estimated forfelture rate was approxnmately l% peryear. =

| . It B S P . ra R
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The weighted average fair value for all options converted'or granted in 2006 was $13.62. A summary of the
activity related to Embarq’s stock options for 2006 is presented below: !
' ’ : ) As of December 31, 2006 !

Weighted Averege
Shares Under per Share
Optionn - .. . Exércise Price *
' ' ' _ (millions) - ' 7 d
Beginning batance outstanding ‘ SR [
Granted -t . .99 50.04
Exercised o - 7 . (06) 35.18
Forfeited/expired 1) " - 65.79
Ending balance outstanding ' ‘_ 9.2_| S ) 5104 r
" The total amount of options exercisable and expected to vest, net of expected forfeitures, at December 2 1 't
2006 was: .
TN Weighted T !
Awrage .
‘e P - . L Weighted Average . Remaining . r
- ’ o ' . Shares Under - perShare = °  Contractual Aggrepate
R R AL L ot ) Option .t .Exercise Price . Term. Intrinsic Value “
<ol (millions) ' v S e T (hittians)
Exercisable . 6.2 3 55 93 3.52 b 50.9
T o H T L, . L ¢ 1 . s
Expected to vest, net of expected forfeitures . . 3.0, 3 41 08 . 832 3 a4

Total cash received from the exercise of stock options in' 2006 was $21.2 million: These exercnsed optlnns
had an mtrmsw value of $8.1 million and resulted in a tax benefit of $3.0 mllllon

. . e

As of December 31, 2006, there-was $20.6 million of total unrecogmzed compensatlon cost related o ¢ !
unvested stock options that is expected: to be recognized overia weighted-average period of 1.0 years. 4 - o . .

Restricted Stock Units ' . vt

'I'he fair value of each restricted stock unit award is calculated using the average of the hlgh and low price of

Embarq stock on the day of grant. The forfeiture rate for all units was 1% per year. S
" A summary of the activity related to the restricted stock units 2006 was as follows: AR
) As of December 31, 2606 )
Weighted Average
Price per Unit
‘ Unit Awards Award
. . . “ v - I S (thousands) . |
Beginning balance outstanding , . T T -
Granted . ' VU R R RIS e 19930 .0 4386
Vested. . Ce e T C A3 45.40-
" Forfeited - - * ST T (12) .43.56,
Endir.lg' balance (iuistanding no e T T e 1,96$ . "% 0 43857

S S . ¥
I

Approxnmately 0.7 million restricted stock units were granted dufing the third quarter of 2006 that had -
performance provisions which could result in the initial number of awards and correspondmg compensation
1
expense being increased up to 200% or decreased to zero. These performance provisions were based on spzcified
financial results related to Embarq’s 2006 revenue and operating income before depreciation and amortization.
As of December 31, 2006, it was probable that an additional 0.1 million restricted stock units will be granted due
to the satisfaction of these performance provisions.
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- As of'December 31, 2006, there was $30.2-million of total unrecognized compensation cost related to
restricted stock-units that is expected to'be recognized over a weighted-average period of 1.4 years, The total fair
value of restricted stock units vested as of December 31, 2006 was $0.6 million, which had a weighted average
grant date fair value of $46.84 per unit.

Restrictqd Shares

o+

~"The fair value of each restricted share award was calculated using the stock price at the date of grant. As of
December a1, 2006 there was a minimal amount of nonvested stock outstanding which vest over a weighted
average period, of 0.1 vears. Compensation expense and unrecognized compensation costs related to these awards
were not mgmﬁqant ] T e

Note 7. Incomé 'Taxeé

For the periods-before spin-off, Embarg’s operations were included in the consolidated federal income tax
return and certain unitary or combined state income tax returns of Sprint Nextel. After the spin-off, Embarq became
a separate, stand-alone taxable entity. Income taxes before the spin-off, however, were calculated and prowded for
by Emba:q ona separate taX return basis where mcome taxes were paid to or recelved from Sprint Néxte).

'f"A? LA ' 4 “’-A."

The mcome tax expense (benefit) c0n51sted of the followmg: "

b A For the Years Ended December 31,

2006 2005 2004
0 AT e 7 (millions)
Current income tax expense : '
Federal 2 ‘ ' $ 441 $ --461 ; 8 331
-State . C . 78 - 84 66
Total current * : . ) 519 < 545 397
Deferred income tax fxpense (beneﬁt) o T
Federal \ . (76) 10 4 148
State : (an 5 b 17
Total deferred income tax expense (beneflt) . . (87) 15 ' 165
Noncurrent income tax expense - o ' v (N .
. Federal _ 16 ~ 15 oo 6
S State T, T ) -2 3, : 1
Total noncurrent income tax 'expense 18 _' 18 7

Total 3 $ 450 $ 578 $ 569

N e . -

" The differences that caused Embarg’s effective income tax rates to vary from the 359 federal statutory rate
for income taxes related to contmmng operations were as follows:

A

i S . " . U For the Years Ended December 31, -

LT 4 R . - oty L ."u. g L 2006 N ,2005‘ . 2004
O L L oL s oLel (millions) T e »
Income tax expénse at the federal statulory rate . - o § - 432 -~ §. 515 $ .. 520

Effectof: .. - R ol y S '
State income taxes, net of federal income tax effect P ' 46 Lo 60, ., 55
Nonrecurring federal and state deferred tax ad]u%lments net (16) : - -
Other,net ..+ ° .~ . .. - S (12) i3 ()

Income tax expensg = : S ' T o 4504 % - 578 5 569

2t T T :

Effective income tax rate ' ST T 365% 0 393% 383%
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Noarecurring deferred tax: adjustrnents of approximately $16 million were required to properly reflect our .
deferred income tax liabilities. Other, net in 2006 includes $7 million in favorable deferred tax adjustments: *
stemming from enacted state legislation; - * . o C . Gt I

Income tax expense (benefit) allocated to other items was as follows:

For the Years Ended December 31, * °

P » - 2006 | 200 . 2004

S : c : I(:'nimdns) ‘
Cumulative effect of charige in accounting principle ' s $ - $ (o $ -
Additional minimum pension liability (D 321 90 o 11 |
Unrealized gain on investments ¢ . 24 (6) N L :
SFAS No. 158 adoption (I (248) - p-

(l) These amounts have béen recorded dlrectly in accumulaled other comprehenswe income (loss). !
Embarq recogmzes deferred income taxes for the lemporary dlfferences between the carrylng amounts of its r
assets and liabilities for financial statement purposes and their tax bases. The sources of the differences that | give

rise to deferred income tax assets and liabilities at year end 2006 and 2003, along w1th the income tax effect of

each, were as fo]]ov»s - . Lo - . : o

O . As of December 31, !

o ' 2006 B 2005
‘ Current  Noncurrent Current  Noncurrent
(millions) .+ toe

Deferred Tax Assets -
Postretirement and other benefits $ - 8 261 $ - § 196
Accruals and other liabilities ' 42 19 20. [
Stock based compensation ' - 26, - -
Net operating loss carryforward _ - 8 - .6 '
Intangibles - . - 33 - -
Other, net ) 3 35 2 . 59
Total deferred tax assets before valuation allowance : 45 382 . 22 . , 261
Valuation allowance _ - M - t(2)
Total deferred tax assets ‘ 45 375 1 22 1259
Deferred Tax Llablhtles : -
Property, plant and equipment . - 1,414 . 1,524
Total deferred tax liabilities - 1.4 14 | - 1,524
Current Deferred Tax Asset . . $ 45§ - $§ .22 % V-
Noncurrent Deferred Tax Liability : $ - $ 1,039 5 - 8§ 1,265

" In conjunction with the spin-off, Sprint Nextel transferred to Embarq certain assets and liabilities, which
resulted in the transfer or establishment of a net deferred tax liability of $53 million. This :amount includes a |
deferred tax asset of $268 million related to the transfer from Sprint Nextel of property, plant, and equipment,
customer transfers, postretirement obligations and other liabilities, offset by a $321 million deferred tax llaluhty
related to the elimination of the additional minimum pension- llabllny Co g

At December 31, 2006, Embarq did not have any federal net operating loss carryforwards However
Embarq had state net operating loss carryforwards of approximately $113 million. Related to these loss .,
carryforwards are state tax benefits of $8 million before consideration of valuation allowance. The loss
carryforwards expire in varying amounts through 2026.
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Management believes it is more likely than not that these deferred income tax assets, net of the valuation:,: -
allowance, will be realized based on current income tax laws and expectations of future taxable income
stemming from the reversal of existing deferred tax liabilities or ordinary operations. Uncertainties surrounding
income tax law changes, shifts.in operations between state taxing jurisdictions and future operating income leveéls
may, however, affect the ultimate realization of all or'some of.these’deferred-income tax assets: When Embarg’ -
evaluated thése and other qualitative factors and'uncertainties'concerning its industry, it was determined that they
provide continuing evidence requiring the'valuation allowance! 'which 'we recognize Telated to the realization.of ..
the tax benefit of the net operating loss carryforwards a& of December 31, 2006. Additionally, Emibarg establishes
reserves when, despite the belief that tax return positions are fully supportable, certain positions could bg™.: - <~

'challenged and the posmons may not be fully sustained. ;

W ' e 'i:l{‘lh- R AT L SUR TRV TR P D Y EE S
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Note 8. Commiitments and Contingencies:{ «~
Litigg.tiqrg, Claims and Assessments

Sprint Nextel has identified seven former manufactured gas plant sites that may have been owned or
operated by entities acquired by Embarq’s subsidiary, Centel, before the company was acquired by Spnnt
Nextel These sites are not currently owned or operated by either Sprint Nextel or Embarg. On one snte Emba:q
is the current landow ner and are working with the EPA pursuant to an administrative consent order. Expendltures
pursuant to the order are not expected to be material. On two sites, Embarq is negotiating with the EPA as to
whether clean up is requ1red On four sites, including two of the sites where EPA is involved, Centél has entered
into agreements with another potentially responsible party to share costs. Further Sprmt Nextel has ag:;eed o
mdemmfy Embarg for most of any eventual habnhty arising from all seven of the'sé'sites.” -

“ L o i . LS soavaimby e cpeto s D e el

Vanous lawsults 1nc1udmg putatlve class actlons regulatory proceedmgs and other, cIalms typlcal fora . .
busmess enterpnse are pendmg against the entities compnsmg Ernbarq or for which Embarq has assumed n J
contractual liability in connection with the spin-off. While it is not possible to determine the ultimate dlsposulon
of each of.these-proceedings and whether they will be resolved consistent with Embarq’s expectations, Embarg
expects that the outcome of these proceedmgs individually or in the aggregate, will not have a matena] adverse
effect on its ﬁnancml ‘condition or results of operations.

, nogaler w o e !
Purchase Commttments . : , . , i
. . .-|;_‘,_'"_‘..,|l‘,-
- oo . _

Embarq has minimum purchase commitments with various vendors through 2012. These oulstandmg
commitments represent non-cancelable commltryents to purchase goods and, serv1ces, consisting primarily of
network mamtenance- and equ1pmcnt mformatwn technology services, customer support provided by. third, .
parties and other expenses related to norma] busmess operatlons Outstandmg mlmmum fixed purchase D

commitments to be paid i in future years are as follows

a5
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2008 . o nrt o L e ey el decrgn o erlinsae w230
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20W e o i G aaued a te Fhea U ait re  eg pe  be sg o
Thereafter . ST P EVEVI PR L 1 URNCP! I R TR S

Amounts actually paid will likely be-higher dué to.variable components of certain agreements: which'include
hours contracted, .subscribers and other factors:.The total amount.of purchase:.commitments-paid-in-2006,:2005 «.;
and 2004 were: apprommatcly $17.million, $33 .million-and $32 rrulhon ‘respectively:. < st moipnr

)0 . - . - Lo N
S L LT A AT A P IR S N
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Leases: i > ' . L Co oo '. . '
Embarq leases various equrpment ofﬁce fac1lmes retail outlets, swntchmg facilities, and other network ;
sites. The non-cancelable portion of these leases ranges from monthly up to 30 years, Thes'e leases, with few *
exceptions, provide for automatic renewal options and escalations that are either fixed or based on the consumer
price index. Any rent abatements, along with-rent escalations, are inctuded in the computatllon of rent expense .
calculated on a straight-line basis over the lease terin. The lease term for most leases includes the initial i
non-cancelable-term plus at lease one renewal period, as the exercise of the related renewal option or options is

reasonably assured, - . T | S -

|
b
. ] .
Embarq’s gross rental expense totaled $108 million, $82 million and $72 million for the years ended !
December 31, 2006, 2005 and 2004, respectively. As of December 31, 2006, our rental commitments for - f
operating leases were as follows:

!

(rnillions)i

2007 _ . : L , $. 36!
2008 - L . o 25
2000 . | S D ., 2

. 2010. . s L L S R o _ o 13 |
2011 P e A T . . 9.
Thereafter _ '_ : L -‘ o . v 7

Note 9. Related Party Transéctiéns .
i : ’ ! i‘
Before the spin-off, Embarq provided and received a vanety of services to and from Spnnt Nextel that were
considered related party transactions: The resu]tmg revenues and expenses from these actt\ ities are summarized
as follows ' '

. '.:(.,..-.- : : . : |

LR - o - Lo - o, For the Years Ended December 31,
S T T e 2006 | 205 o z0m !
o ' (millions) o
Transaction Description .
Related party revenues : $ 13818 428 § ‘4l
Related party expenses . $ 488 |$ 1253 § 1,209

! UNae . <! !

Before the spin-off, Embarq sold products and servicesto Sprint Nextel. These services included, but were-
not limited 1o, voice, access, data and telecommunications eqmpment as well as billing ant'i collection, and lease
of network facilities. After the spin-off, Embarq sold products and’ servrces to Sprint Nextel however these

transactions are no longer considered related party transactions. !

Before the spin-off, services provided to Embarq from Sprint Nextel were allocated to Embarg as either
direct or indirect costs. Direct costs included telephony services such as voice and data. Where direct assignment
of costs was not possible, or practical, Sprint Nextel used indirect methods, including time!studies and f
headcounts, to allocate costs to each group. Allocated costs included general support services such as facilities,
printing and mailing, information technology, legal services, human resource services, general accounting and
finance, and executive support. Other allocations included costs for stock-based compensation, health care, !
pensions, post-employment benefits and other postretirement benefits. '

All retated party expenies were recorded as cost of services or selling,.general and administrative, as
appropriate for the nature of the transaction. After the:spin-off, Sprint Nextel continues to prowde services tol
Embarq through transition and commercial services agreements; however, these services are no longer
considered related party transactions. See Note 1, Background, Basis of Presentation and °|gmﬁcant Accountmg
Policies, for more information on Embarg’s relationship with Sprint Nextel,

F-32




For the periods through May 17, 2006; Embarq utilized Sprint Nextel’s controlled disbursement banking
arrangements as part of its cash management program. Sprint Nextel borrowed funds from Embarq on a short-, f
term basis. These related party receivables bore market-rate interest and were presented as “Cash and )
equivalents.” Qutstanding checks in’exce’ss of cash balances were included in “Accounts payable.” Embarg had
sufficient funds available to fund the outstanding checks when they were presented for payment.

Related party transactions thit'occurred before the spin-off were settled through a combination of direct’
payt_nents and net settlement through the advance receivable and payable accounts. Cash and equivalents - ' -
included related party net advance receivables of $103 million and Accounts payable inciuded related: pérty net -
payables of $263 million as December 31, 2005. There were no such balances after the spin-off as Sprmt Nextel
was: no longer a' related party. ‘¢

' N

- 1

:

Long—term debt mcluded $460 mllhon of related party notes payable to Spnnt Nextel at December 31, 2005
The correspondmg ncte receivable was transferred to Embarq at spin-off, resulting in the ellmmatlon of the R
mtercompany notes. _ i

H

Note 10. Segment Information

Embarq has two segments, Telecommunications and Logistics. The chief operating decision ‘m'éiker G
determines resource allocation and assesses financial performance for these two segments. The '
Te]ecommumcatrons segment consists primarily of regulated local phone companies operating in 18§ states ThlS _
segment provides, both directly and through wholesale and sales agency relationships, local voice and data h1gh-
speed Internet, nationwide long distance, wireless, satellite video and other services to customers within .
Embarq s local service territories. The Telecommunications segment also provides access, to Embarq’s local s
network and other wholesale communications services to other carriers. The Logistics segment. engages 1n "
wholesale dlStl‘lbuthl’l of communications products and other services to third parties. L '
Embarq manages its segments to the operating income level. Items such as interest, other income and
expense, or income taxes are managed at the consolidated level. The reconciliation for operating income to net
income is shown on the face of the ac¢companying Consolidated Statements of Operations. Wt e

"4

* For previous years, Embarq reported two operating segments, Local and Product Distribution. During 2006,
Embarq adopted s its operatmg segments Telecommunications in lieu of Local, and the Logistics segment in
lieu of Product Distribution. The presentation of the Logistics segment was changed to align it with -
management’s view of the business. The primary difference between the Logistics segmenit and the former
Product Distribution segment is that only revenues derived from sales to third parties, along with:the related’
direct and allocated costs of those'revenues, are presented in the Logistics segment. Consequently,'segmental ~
restlts of operations have been recast to reflect this change for 2005 and 2004. T
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The financial- mformatlon by operating segment for the years ‘ended December 31 2006 2005 and 2004

were as follows: i sm v e Tl e Ty e R o i
i‘ ot ' L L vet 4 o ) oL I N (R el ‘
T O T e Telecommunications , Logistics Consolic_l:Led_
T L PR ¢ it ' (mimﬁﬂs), . f-“ .
2006 ‘ '
Total net operating revenues ' . nyons o L et e 80058330 8 0 530 08, 6,363
Related party revenues | ., - or o, adie b an T i 124 A4 138
Res.thturi“g(l)l L N R ] e N BRI R 26 S . l-4r . 30 1
Non-recurring.spin-off costs -, -0 « .~ o w0 v Enc 0 L3 03 116
Depreciation 1,016 11, . l 027
Operating expenses 4,273 546 4,819
ope-ratj:ng income. (lOSS)' U I P PO S o ..'.'-‘_]:5_560, LRI T .(1.6) T 195.44
Operating margin. . - -~ “va. foze 06 o e 1] e e 2% | (W .. 24%
Capital expenditures 921 L2, - 923
Total assets 8,896 - 195 9,091
2005 e ’ S Tl ; ot
Total net operatmg revenues o $ 5,691 563 % 6,254

Retated party’ revenues
Asset lmpalrmems“)

Non- recurnng spin- offcosts B ”: T g ettt
Depreciation *© *° T s e v g7
Operating expenses S R X 2 S
Operating i mcome (loss) R I
Operating margin” R S T ERGpe
Capital expenditures v bt s T g
Total assets . 9,009
Vet Y EETE T I W SRR G
2004, . . SRR VR PRI S T
Total net operatmg revenues O U VU SRS SR 739.
Related party revenues ' 352
Restructuring chargest) ¢+« . tly.. o] g Sy a1 e 40
Depreciation . .- .. ., .. ‘e, . 0 i, e . ) 960 0
Operating expenses -~ -, .., + ... . Coe e 4 118 4

Operating income (loss) ,- - .. ¢ 4 o, - , . .162_1‘,,,.,.9
Operating margin-s_: -~ LIt o e e - . 28%

Capital expenditures , . .. | Coa S e L 973000 -

Total assets PN L e, o, e 9,139,

(1) See Note 4, Restructuring and Asset Impairment, for additional information.
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Net operating revenues by services and products were as follows: - et Voo,

Telecommunications  Logistics Cohsolidn_ted

o e vu - w  ({millions)
2006 AP Voo v e g ) oo T, .-.4 A [ “ A . o
Voice : ' : - % 4346 8 - 8 4346
Data .~ : . . 706 - 706
High-speed Intemmet -- . . . . , oo -. Co., 393 - ., 393
Wireless, . .. - . - P : el 7 .
Other, , . . A D . I 270
- Service revenues : ' . 5,722 e 5,722
Product revenues ‘ . 111 530 . 641
Total net operating revenues o ©M§. 5833 $ 530 $ ° 6363 .
2005 - T e . :
Voice. . - . X $ 4,265 $ - 5 4,265
Data S e 657 - 657
ngh speed Internet : B ‘ 310 - 310
Other : O ' _ ,_ 334 Lo 334
Serv1ce revenues o _ C Lo ' 5,566 ' - _'5,566
Product revenues _ . 125 563 ' 688
Total net operating revenues . oo Lo $ 5,691 $ 563 $ 6,254
R S e IR — —— :
2004 | ' et S
Voice » R ' - $ 4415 $ - % 4415
Data - L o s C 609 - 609
High-speed Internet . . . . T 219 . 219
Other e i | 350 < - 350
Service revenues S o T 5593 - - 5593
Product revenues ] - T 146 400 © -7 546
Total net operating revenues , ' 5 5,739 $ 400 .$ .. 6,139

t . - - ° L
[ s (- .. - . oy

Note 11. Recentljr Issued Accounting Pconuuncements

FIN 48, Accoummg SJor Uncertainty in Income Taxes—an imterpretation of FASB Statement No. 109. This
Interpretation clarifies the accountmg for uncertainty in income taxes recognized in an enterprise’s financial ~ *
statements in accordance with SFAS No. 109, Accountmg Jor Income Taxes. This Interpretation prescribes a "
recogmtlon threshold and measurement attribute for the financial statement recognition and measurément ‘of a tax
positidn taken or expected to be taken in'a tax return. This Interpretation also provides guidance on :
derecogmtlon classification, interest and penalties, accounting in interim penods disclosure, and transition, This’
Interpretauon is effective for fiscal years béginning after December 15, 2006. Embarg will adopt this standard
effective January 1, 2007 and expect the effect of this adopnon to be insignificant to our ﬁnanc:lal position and
" results of operations.

- c Yo o
SFAS No. 157, Fair Value Measurements. " This standard provides-enhanced guidance for using fair value
* to measure assets and liabilities on the balance sheet by clarifying the definition of fair value and establishing a’
fair value hierarchy that prioritizes the information used- to develop those assumptions. This standard does not -
expand the use of fair value i any new circumstances and i¥ effective for fiscal years beginning after
November 15, 2007 with ea:ly adoption permltted Embarq does not cxpect the adoption of this standard to have
a material effect on its finan(:lal condition or results of opcrauons -
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Note 12, Sale of Exchanges

- In the 2006 first quartei, Embarg finialized the sale of 13 exchanges including approxi
lines in north central Kansas for approximately $18 million in cash. This sale resulted in a

|.l

mately 5,200 access
pre- -tax gain of

approximately $6 million and was reflected as a rediiction of selling, general and admm1strat1ve expense inthe

Consolidated Statements of Operahons

" 1In the 2006 fourth quaner, Embarq finalized the sale of 12 exchanges in north central
approximately 5,400 access lines. Proceeds from this sale were approximately $17 million
pre-tax gain of $6 millign. This gain was reflected as a reductlon of selling, general and ad
the Consolidated Statements of Operatlons

"o 3

) Note 13 Quarterly Fmanelal Data (Unaudrted)

- T PR

L1l
Lt

Kansas, Serving ,'-‘
which generated a
ministrative expense in

2006 Quarters .
1m 20d (1) | 3rd 4‘nf' }

: , ) (millions, except per shlare amount) e,
Net operating revenue $ 1561 § 1,579 $ | 1606.%. . 1,617
Operatmg Income 366 " 406 366 406
Net incomne™ 214. 216 160 194
Basic earnings per share 144 1.45 1. 07 "1.30
Diluted earnings per share —_— 1.42 1.44 1. 06 128_

(l) Pro-forma earnmgs per share information. See Note 1, Background Basis of Presenta
Accounting Policies, for addrtronal information.

tron and Srgmficant

' _ 2005 Quarters
' 1st 2nd . d 14!I|E " :
e . (millions)| .
Net operating revéhue - $ 1,527 $ . 1,521 $| 1,603 $ 1,603
Operating Income” . 399 427 421 305
Income before cumulative effect of change in . - 4
accountmg principle o 232 . 249. T 242 <4171
- Net income i 232 . 249 242 1155
KR AR TPy (R A O 4 : P
Note 14. Subsequent Events ' ,
‘ ‘ e I
Dlwdend Declaranan - - Ly ;s.. . R
W i P
~In. February 2007 Embarq declared a dwndend of $0 50  per share payable on, March 31, 2007 o .
stockholders of Tecord on March 9, 2007. The declaration and payment of future drv1dends to holders of Embarq

common stock is at the discretion of Embarg’s board of directors,:and depends.upon manyI
Embarq’s ﬁnancral condition, resutts of operations, growth prospects fundrng requlremen
-other factors the board of directors deems relevant. .

et

Stock-based Compensation

R ,-:41 PR y o
On. February 22, 2007 Ernba.rq $ Compensatron Comrmttee approved the grant of 0. 9

R B
' et

factors, including . |
s, applicable law and,
Ve e

+ r

mrlllon stock options,, :

and 0.7 million restricted stock units primarily related to the 2006 short-term and. 20{)7 am}ual long-term
incentive programs to executive officers and certain other employees This will result in Ernbarq recogmzmg,

approximately $50 million in compensation expense over the life. of the awards, ...,

N
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EMBARQ CORPORATION.

SCHEDULE II—CONSOLIDATED VALUATION AND QUALIFYING ACCOUNTS
For the Years Ended December 31, 2006, 2005 and 2004

Balance .
Beginning Charged to Other Balance End of
. of Period income Deductions(1) Period
) {millions)

December 31, 2006 :
Allowance for doubtful accounts $.. 57 % 55 % 5 % 53
Revenue reserve : $ 24 §$ - 36 % 32 3 28
Valuation allowance < Deferred tax asset $ 2 % 5 %. - 3 -7

December 31, 20035 ) )

’ Allowance for doubtful accounts . $ 61 § 54 % 58 % 57
Revenue reserve $ 48 § 60 § g4 § 24
Valuation allowance — Deferred tax asset $ 2% - 3 - 8 2

December 31, 2004 . . . :

Allowance for doubtful accounts $ 59 $ 68 $- 66 $ 61
Revenue reserve = ' $ 31t % 48 31 0§ 48
Valuation allowance ~ Deferred tax asset $ 2° % - $ - % 2

(1) Accounts written off and billing disputes resolved, net of recoveries.
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Investor Inlfornpation
For more information please visit www.embarg.com/investors

Corporate Headquarters
5454 West 110™" Street
Overland Park KS166211

Stock Listing
NYSE: EQ

Shareholder Relations

I
Shareholder Inqumes '
Inquiries regardmp stock transfers, the Direct Registration System, d1rect deposit of dividends
or address changes should be directed to the stock transfer agent, UMB Bank, n.a., in writing at
the address shown below or by calling (866) 591-1964, Option #1,

Shareholders.may|also contact Embarg Shareholder Relations via email at
ShareholderRelations@embarg.com.

Common Stock D:vrdends

Dividends on Embarq common stock, subject to declaration by the Board of Directors, are
typically pa1d each quarter at the end of March, June, September and December. The Board of
Directors sets the]record dates and payment dates. The last quarterly dividend payment in the
4th quarter of 2006 was $0.50 per share of Embarq common stock.

Automatic ledend Reinvestment Plan

Embarg rnakes ava1lable a dividend reinvestment plan to registered Embarg common stock
shareholders for purchases made with reinvested dividends. Shareholders may obtain
information about the plan by writing to the stock transfer agent, UMB Bank, n.a. at the
address llsted below or by calling (866) 591-1964,

Stock Transfer Agent, Registrar, Dividend Paying Agent and Dividend Reinvestment Agent
UMB Bank, n a.

P.O. Box 419064 |

Kansas City, ; Mo 64141-6064

(866) 591- 1964 Optlon #1

Independent Registered Public Accounting Firm
KPMG LLP

Investor Relations

Investor Inqumes
Investors w1$h|ng |to submit inquiries concerning Embarq investor commumcatrons or to request
an investor package may contact the Embargq’s Investor Relations department in writing at the
corporate headquarters address or by calling the Embarq Invester Information Line at (866)
591-1964, Investors may also reach Embarq’s Investor Relations department via email at
InvestorRelations@embarg.com.

|

E




led paper.

|
r
;
i
1
%
f

é‘z}_

¢9 Printed

on recyc

[
|
|
b




